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THE ORDER IN COUNCIL 


P.C. 1962-1334 


Certified to be a true copy of a Minute of a Meeting of the Committee of 
the Privy Council, approved by His Excellency the Governor General on the 
25th September 1962. 


The Committee of the Privy Council, on the recommendation 
of the Right Honourable John George Diefenbaker, the Prime | 
Minister, advise that: 


Mr. Kenneth LeM. Carter 
Mr. J. Harvey Perry 

Mr. A. Emile Beauvais 
Mr. Donald G. Grant 
Mrs. S. M. Milne 

Mr, Charles E, S, Walls 


be appointed Commissioners under Part I of the Inquiries Act, 

to inquire into and report upon the incidence and effects of 
taxation imposed by Parliament, including any changes made during 
the currency of the inquiry, upon the operation of the national 
economy, the conduct of business, the organization of industry 
and the positions of individuals; and to make recommendations for 
improvements in the tax laws and their administration that may be 
consistent with the maintenance of a sufficient flow of revenue; 
and without restricting the generality of the foregoing, the 
Commission shall consider and report upon: 


(a) the distribution of burdens among taxpayers 
resulting from existing rates, exemptions, reliefs and 
allowances provided in the personal and corporation 
income taxes, estate taxes and sales and excise taxes, 
taking into account also the jurisdiction and practices 
of the provinces and municipalities; 


(b) the effects of the tax system on employment, 
living standards, savings and investment, industrial 
productivity, and economic stability and growth; 


(c) provisions in existing laws which may have 
given rise over the years to anomalies or inequities or 
which may require action to close loopholes which permit 
the use of devices to avoid fair taxation; 


(ad) the effects of the income, sales and excise 
taxes and estate duties on income and investment flows 
which affect the balance of international payments and 
economic relations with other countries; 


(e) the means whereby the tax laws can best be 
formulated to encourage Canadian ownership of Canadian 
industry without discouraging the flow of investment 
funds into Canada; 


(f) the changes that may be made to achieve greater 
clarity, simplicity and effectiveness in the tax laws or 
their administration; and 


(g) such other related matters as the Commissioners 
consider pertinent or relevant to the specific or general 
scope of the inquiry. 


The Committee further advise: 


1. That the Commissioners be authorized to exercise all the 
powers conferred upon them by section 11 of the Inquiries Act 
and be assisted to the fullest extent by Government departments 
and agencies; 


2e That the Commissioners adopt such procedures and methods 
as they may from time to time deem expedient for the proper 
conduct of the inquiry and sit at such times and at such places 
in Canada as they may decide from time to time; 


36 That the Commissioners be authorized to engage the ser- 
vices of such counsel, staff and technical advisers as they may 
require at rates of remuneration and reimbursement to be approved 
by the Treasury Board; 


4, That the Commissioners report to the Governor in Council 
with all reasonable despatch, and file with the Dominion Archivist 
the papers and records of the Commission as soon as reasonably 
may be after the conclusion of the inquiry; and 


a That Mr. Kenneth LeM. Carter be Chairman of the Commission, 


R. B. Bryce, 
Clerk of the Privy Council. 
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PREFACE 


An examination of Order in Council P.C. 1962-1334 clearly shows that 
there is no aspect of federal taxation outside our purview; for the terms 
of reference invite us to consider all economic, administrative and equity 


questions that relate to the taxes levied by Parliament. 


We recognize that there are areas which we are not asked to consider: 
we have not been asked to inquire into the taxes imposed by provincial 
and municipal governments, nor have we been asked to make recommendations 
with respect to the level or composition of federal government expenditures. 
Rather we are to consider how "a sufficient flow of revenues” can best be 


raised for purposes of the federal government. 


We have no quarrel with these restrictions. Indeed, we recognize 
that without them our task would be impossibly large. However, many of 
the questions we are explicitly asked to consider have implications for 
these excluded areas and changes in the excluded areas have implications 
for the questions we must consider. We have tried to interpret our terms 
of reference broadly enough that vital issues closely related to our 
immediate and obvious concern are not overlooked. After consideration we 
have decided to make the following assumptions with respect to our terms 


of reference. 


ie | Our first assumption relates to the definition of a tax. Under most 
definitions, tariffs would be considered taxes as would a lottery or 
the prices charged for the provision of goods and services by 
government monopolies such as the Post Office. But to use these 
definitions would extend our terms of reference to the areas of 
commercial policy and the operation of government enterprises, areas 
that we do not believe we are expected to cover and that could not be 
covered adequately with the staff and time available. We therefore 


define our terms of reference to exclude both questions. 


xi 


a Our second assumption relates to the areas of federal-provincial 
relations. While our terms of reference make no explicit reference 
to this area, we feel that we would be derelict in our duty if we 
submit a Report that ignores this vital aspect of Canadian life. 
The relations between the various levels of government are currently 
in a process of dramatic change that is likely to continue to evolve 
for some time to come. These changes will vitally affect the Canadian 
fiscal system. We feel that it is incumbent upon us to recognize 
what we believe to be the objectives in federal-provincial relations 
and to strive to develop a tax structure that is consistent with their 
realization. We will, however, stop short of considering the division 
of tax revenues between the federal and provincial governments. This 
is a political decision, and the Tax Structure Committee of Ministers 


has been established to make recommendations about this question. 


93 Our third and final assumption relates to the expenditure side of the 
fiscal system. To restrict our Report completely to an analysis of 
the revenue-raising side would be equivalent to saying that we think 
it meaningful to ignore one blade of a pair of scissors. There may 
be some who would say that our efforts should be directed to spreading 
more equitably the “burden” of taxation and that we should not concern 
ourselves with the results of government expenditures. But in many 
respects one is essential to the other and it is their joint product 
that must be our concern. Therefore, while we do not attempt to 


assess government expenditure programmes, we do not ignore them. 
THE NATURE OF THE INQUIRY 


Like most Royal Commissions in recent years, our inquiry has had two 
aspects. Briefs were received and public hearings were held across the 
country in order to elicit the suggestions of all interested parties. In 


addition, a considerable research programme was instituted. 


ae 


Appendix A to this Volume provides the names of all companies, organ- 


izations and individuals who presented briefs or appeared before us. It is 


a truly formidable list. We received over 300 briefs, and heard approximately 


(OO witnesses in 99 days of public hearings in 12 cities across Canada. We 


made every effort to ensure that no one went unheard. 


The vast majority of briefs were unsolicited. In a few instances we 
asked individuals and organizations if they would be willing to appear 
before us because we particularly wanted to obtain their views. In every 
case our requests were met. To a few organizations we sent lists of 
questions in advance of the hearings so that we could discuss efficiently 
with the participant the many technical points that were of major interest 
to us. This made it possible for the hearing to move quickly from the 
general to the specific points at issue. This technique worked well; and 
we were able to explore the issues fully. We are confident that we have 
heard all points of view as to what would constitute a desirable Canadian 


tax system. 


Obviously, no one wants to pay taxes; and almost everyone is prepared 
to argue that his taxes are too high relative to those paid by others. 
There is an inevitable and endless conflict of interest among taxpayers 
that cannot be completely resolved. This is reflected in many of the 
briefs we received. At our hearings we not only sought to elicit the 
ideas of the participants but also to explore any conflicts between private 
and public interests that were implicit in their suggestions. Despite 
the fact that most participants wanted tax concessions, we found a 
remarkable willingness among them to consider and appraise frankly the 
wider implications of their proposals. We hope that, by bringing out at 
the hearings any conflicts between a participant's suggestions and the 
public interest, we have performed a useful task. This is a function we 
continue to pursue in our Report; for we have not only tried to derive a 


blueprint for the tax system of the future, we have also tried to spell 


xiit 


out the major alternatives put before us and to assess frankly their good 
and bad points. There are few, if any, obvious "answers". Only in such 
@ way can public discussion and understanding of the real problems of the 


tax system be fostered. 


Our task was so large, and the issues so many and so technical, that 
we developed an extensive research programme. The purpose of the research 


programme was twofold: 


aes To provide technical evaluations of the proposals submitted in 


the briefs. 


2% To prepare objective studies of some of the larger, basic questions 


that those appearing before us could not be expected to cover. 


Because of the scarcity of information and the costs of collecting 
new data, many participants were forced to rely on impressions and 
experience to support their proposals and suggestions. Our research 
programme was designed to canvass thoroughly all of the available, relevant 
information and, in so far as time and resources permitted, to put together 
new material. We have tried to test ideas against the facts. While we 
have not been able to go as far as we would have liked, we believe that 
our Report, which draws heavily on these studies in some areas, will throw 
new light on some of the questions that have been discussed in recent 


years and, we hope, will stimulate further empirical work in the tax field. 


In our Report we have tried, wherever possible, to give the angie 
behind our recommendations and we have sought to make our recommendations 
as specific as we could. Moreover, because of the magnitude and complexity 
of the task, we have sought, where it seemed necessary, to spell out 
priorities among our recommendations in the hope that the government of : 
the day would move in a@ gradual and orderly fashion from where we now are 


to where we think we should be. 


xiv 


The Honourable Mitchell Sharp, Minister of Finance. brought down a 
Supplementary Budget on December 19. 1966. This Budget announced increases 
in the manufacturer's sales tax and in the old age security tax. The 
Minister stated that the proposed tax changes would raise slightly less than 


$200 million in additional revenue in 1967. 


We have not taken the announced tax changes into account Me our Report. 
Many of the chapters that would have required revision had been printed 
prior to December 19. This means that in all of the discussion of the 
Report where the present system is compared with the proposed system, the 
present system refers to the tax system prior to the December 19 changes. 
However, it should be noted that the system we propose would raise more 
revenue than the present system prior to the December 19, 1966 Budget changes, 
and about the same revenue as would be raised under the present system after 


the announced increase in rate. 


t Ber rupert ova pivow oat? exesgats ak 19 


rah 
net ‘to caaarae *8 Te at fond anes ehar ee sscinsdad ov vol 


tora 4 j ; pine =. ‘ Aves é sete Ste so 
- ; ett .medxya beedgoug an? with bonpqao et as) 7 hate ony ‘a? atorw 


-2onreda CL +edess@l odd of xine aerays vat oto of ersten sirianiye 4 


eran entes bligow. se OOF aw ata odd, Jeg Ayagen ad & pote Si aswel 


, esaieto. Pep bul Qees (yess adn: “ nt ra tia t ae 933 PER, Ane paezs sid. oaet a 


oS te = rod 7 ede _teaeer Gq ont sels fe ot ag bl ugw ae sonevet omee OF 200 1S bas 
i i of Ea prey aoe Stoat “baBlivonas odd 


a, eae 
< is : 4 tt A 7 
F- in x q 
, oereh, 
; . i 
Y . ' : 
=s b«. 5 a vA r ; ¢ ‘ 4 B 

is 5 { | 

= j ius . i. . 

td ? 2. ny ol c c n le 


¥» 45% ne 
. J =, We Ans Shyim . 
; ‘e 
=" ot in = SS} ) 
= + ‘ oT 
a i ae yan” ‘ 
: ‘ CT HEAT 
—e a 
= We # wes ¥ tea haw 4 
. gs = 
= ie va - : = 
‘ P iy 4. a d ? ‘ 4 . : a 
ns 
i a 
4 . . i , ¥ b ‘ 
“) a 4 ij a: £e@ j OS “av. “ r 
| ‘ 
, ae r: 


Neate La 


INTRODUCTION 


The Commission was required to make the widest possible inquiry into 
the Canadian tax system. We have investigated a multitude of complaints. 
The tax systems of other countries have been studied to determine whether 
better provisions and methods have been adopted elsewhere. The briefs sub- 
mitted and the technical literature have been searched for ideas. New and 
existing data have been compiled and analyzed to assess the burden of taxes 
in Canada and the effects of the existing system on the economy. On the 
basis of all of this information, the Commission has reached the following 


conclusions: 


l. The present system does not afford fair treatment for all Canadians. 
People in essentially similar circumstances do not bear the same taxes. 
People in essentially different circumstances do not bear appropriately 


different tax burdens. j(\ 


a Canadians are less well off than they could be because there are fewer 
goods and services available than could be provided with the more 
efficient use of labour, capital and natural resources. The present 


tax system has contributed to this unfortunate result in two ways: 


a) It needlessly distorts the distribution of productive goods and 


services. 


b) It fails to compensate where it could for some non-tax barriers 


to the efficient allocation of productive goods and services. 


D6 The fiscal system has not been used as effectively as it could have 
been used to maintain full employment, contain inflationary increases 
in the price level, and encourage Canadian ownership and control of 


Canadian industry. 


4h, In some tax fields compliance and collection costs have been need- 


lessly raised because of duplicate federal and provincial administrations. 


5. Federal tax administration is not sufficiently shielded from political 


influence and is too centralized for efficiency and convenience. 


6. Federal procedures used to obtain and analyze new ideas prior to the 
introduction of new federal tax legislation are inadequate, as are the 
procedures for hearing the views of taxpayers and other interested 


parties on proposed legislation. 


Te Federal administrative and judicial appeal procedures are deficient 


and require reforms. 


We are fully aware that these conclusions constitute a severe criticism 
of the present tax system. They were not arrived at lightly nor are they 
the inevitable result of preconceived opinions. Our bias when we began our 
task was that the present system was basically sound and compared favourably 
with the systems of other countries. While we are still of the opinion 
that the present Canadian tax system is as good as most other systems, we 
are convinced that it falls far short of the attainable objectives. We 
therefore recommend many fundamental changes which, if adopted, would 
produce a complete transformation and, we believe, result in greater equity 


and efficiency. 


We hope Canadians will accept the challenge implicit in our recommen- 
dations. And there can be no doubt that our recommendations constitute a 
great challenge. Preconceived opinions about taxation are deeply and firmly 
held. Many will find it extremely difficult to take a new look at old 
questions. Because some facts cannot be readily ascertained, honest 
differences of opinion are inevitable. There is a danger that the debate 
about these minor factual questions will divert attention from the major 


issues. 


Great damage could be done by the espousal of all the popular 
measures recommended and rejection of the others—without appreciating 


that the politically attractive changes are only feasible as part of 


an integrated programme. These and many other hurdles have to be overcome 


if Canada is going to obtain the best possible tax system. 


The purpose of this Introduction is to set forth the high lights of our 
Report as simply as we can so that the reader will know where we stand on 
the basic issues. This chapter therefore constitutes a brief summary of 
the main features of the Report. Because our conclusions with respect to 


tax administration are self-explanatory, we say no more about them here. 
OBJECTIVES 


A tax system can be judged from different points of view. Is the 
system fair? Does it contribute as much as possible to the growth and 
Stability of the economy? Are the rights and liberties of the individual 
protected? Does it help to strengthen the federation? These questions 
reflect not only the many facets of taxation but also what we believe to 
be the principal objectives that Canadians wish to realize through their 
tax system. They want equity, more goods and services, full employment 


without inflation, a free society and a strong, independent federation. 


Evaluating an existing tax system or designing a new tax system is 
complicated because we seek to realize all of these objectives simultaneous- 
ly and they are frequently in conflict. In trying to achieve one objective 
more fully, another is less adequately realized. For example, adopting a 
particular tax provision might increase the rate of economic growth. How- 
ever, the same provision might also reduce the fairness of the system by 
providing some group of individuals with a tax advantage relative to others 
in the same circumstances. Similarly, making a tax system more equitable 
may necessitate increased complexity in the tax law. This greater com- 
plexity may mean that fewer individuals know and understand the law so that 


individual rights and liberties are jeopardized. 


Sometimes these kinds of conflict can be avoided. Frequently, other 


methods can be found to achieve an objective that do not have the unwanted 


negative effects on other objectives. The negative effects of an otherwise 
desirable tax provision on an objective can often be compensated for by 
introducing or changing other tax provisions. Obviously every effort mst 


be made to avoid spurious conflicts. 


But some conflicts among objectives are unavoidable and compromises are 
inescapable. The “best" compromise depends upon two things: estimates of 
the extent to which one objective will be sacrificed if another is to be 
realized more completely; and the relative importance attached to the com- 


peting objectives. 


When faced with these hard choices we have consistently given the 
greatest weight to the equity objective. Taxation is one method of transfer- 
ring command Over goods and services from individuals and families to the 
state. If equity were not of vital concern taxes would be unnecessary. 

The state could simply commandeer what it needed. The burden of a reduced 
private command over goods and services would then be borne by those indi- 


viduals and families who happened to be within easy reach of the state. 


The first and most essential purpose of taxation is to share the burden 
of the state fairly among all individuals and families. Unless the allo- 
cation of the burden is generally accepted as fair, the social and political 
fabric of a country is weakened and can be destroyed. History has many 
examples of the severe consequences of unfair taxation. Should the burden 
be thought to be shared inequitably, taxpayers will seek means to evade 
their taxes. When honesty is dismissed as stupidity, self-assessment by 
taxpayers would be impossible and the cost of enforcement high. We are 
convinced that scrupulous fairness in taxation must override all other 


objectives where there is a conflict among objectives. 
EQUITY PRINCIPLES 


Equity has two dimensions. Horizontal equity requires that individuals 


and families in similar circumstances bear the same taxes. Vertical equity 


requires that those in different circumstances bear appropriately different 
taxes. Two questions, therefore, have to be answered. What personal circum- 
stances should be recognized in allocating tax burdens among individuals and 
families? By how much should tax burdens differ between those in one circum- 
Stance relative to those in another? These are both questions of belief 
rather than of fact. We can do no more than recommend what we believe to 


be fair. 


We believe that horizontal equity is achieved when individuals and fanilies 
with the same gains in discretionary economic power pay the save amount 
of tax, By economic power we mean the power to command goods and services 
for personal use. By discretionary economic power we mean the residual 
power to command goods and services for personal use after providing the 
"necessities" of life and after meeting family obligations and responsibil- 
ities. To be more concrete, some part of each family's income must be 
spent to provide food, clothing, medical expenses and other "necessities". 
The change in the discretionary economic power of the family is the income 
the family has available to spend or save after meeting these non- 


discretionary expenses. 


We believe that vertical equity is achieved when individuals and 
families pay taxes that are a constant proportion of their discretionary 


economic power. 


Both horizontal and vertical equity would be achieved by the adoption 


of a tax system that embodied the following principles: 


1. The family and the unattached individual should be recognized as the 
basic tax-paying units in the system. The family unit would consist 
of parents and their dependent children. Transactions and transfers 


between members of a family unit would have no tax consequences. 
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2. All resident individuals and families should be taxed on a base that 
measures the value of the annual net gain or loss in the unit's power, 
whether exercised or not, to consume goods and services. Such 4 base 
would ignore the form of the gain or what was done to obtain the gain. 
We call this the comprehensive tax base. We also refer to it as "income" 


because this term is so commonly used. Income to us has, however, a 


much broader meaning than that ascribed to it under current law. 


Fs This comprehensive tax base should be subject to progressive rates of 
tax. The progressive rates would reflect the diminishing relative 
importance of non-discretionary expenditures for those with larger 


gains in economic power. 


by, The tax burdens of those with particularly heavy family and other 
obligations and responsibilities should be reduced to reflect the 
non-discretionary expenditures required to meet them. This would be 
done through the adoption of separate rate ouheatioe, tax credits and 


deductions. 


Combined with a government expenditure system that provides relatively 
greater benefits for the poor than for the wealthy, a tax system with these 
characteristics would redistribute some of the power to consume goods and 
services in favour of the lowest income groups. We are firmly convinced 
that this redistribution is necessary if we are to achieve greater equality 
of opportunity for all Canadians and make it possible for those with little 
economic power to attain a decent standard of living. However, we are also 
convinced that the rates of tax which are applicable at any level of income 
should not be so high as to discourage initiative and thereby reduce the 


production of goods and services for Canadians. 
SIGNIFICANCE OF EQUITY PRINCIPLES 


Adoption of these equity principles is of profound significance for 


this Report. Some of the more important considerations are discussed below. 
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The Taxation of People Versus the 
Taxation of Organizations 

All taxes are ultimately borne by people through the reduction in their 
command over goods and services for personal use. Taxes can, Of course, be 
collected not only from people but also from corporations, trusts and 
co-operatives. But organizations as such cannot bear taxes. It is the 
people who work for, sell to, buy from, or are members, beneficiaries or 
owners Of these legal entities who are made better off or worse off by 


taxes. It is the effect of taxes on the well-being of people that matters. 


Taxes On the Income of Organizations 


If it were possible to determine each year the change in the value of 
each individual's claims against all organizations, and if all those who 
had claims against Canadian organizations were residents, and if avoidance 
and evasion were not problems, Canadian organizations should not be subject 
to income taxes. The shareholder (to consider only one kind of claim against 
one kind of organization) should bring into his tax base the dividends 
received from corporations during the year and the gain he made or could 
have made during the year by selling all of his shares. These two things 
together constitute the change in the shareholder's economic power from the 


ownership of shares. 


Unfortunately, the foregoing conditions cannot be met. We must continue 
to collect income taxes from organizations, for reasons that are discussed 
later. But in so far as the income of these organizations accrues to the 
benefit of Canadian resident individuals, these taxes on organizations should 
be considered as withholding taxes collected on behalf of the individuals. 
Residents should be given full credit for income taxes collected from 
Canadian corporations, co-operatives and trusts. We have called the provision 
of a full credit to residents for the underlying corporation tax, the inte- 
gration of corporation and personal income taxes. Under our proposal the 


present 2O per cent dividend tax credit would be withdrawn. The integrated 


system we recommend would provide for the grossing-up of a dividend (in 
cash or stock) received by a resident shareholder to its pre-tax amount. 
That grossed-up amount would be included in income. The shareholder would 
then be permitted a full deduction from the tax otherwise payable of an 
amount equal to the corporation income tax attributable to the dividend. 
Where the credit exceeded the amount of tax otherwise payable the taxpayer 


would receive a refund. 


The integration proposal would be limited to resident shareholders in 
respect of dividends received from Canadian companies. A partial credit 
would be allowed for foreign taxes on dividends from direct investment in 


foreign companies. 
Sales Taxes 


Rigid adherence to our equity principles would call for the complete 
abolition of all sales taxes. Any adverse effects which the abolition of 
sales taxes and the increased reliance on personal income taxes would have 
on the rate of saving and on Canada's international competitive position 
could be offset by changes in monetary and trade policies and the fairness 
of the system would be improved. We do not advocate such a course, in part 
beeause we think that virtually the same result could be achieved in a way 
that would be less disruptive. For reasons to be explained later, we re- 
commend that the federal government abandon its manufacturer's sales tax 
and replace it with an indirect retail sales tax collected, if possible, by 
the provinces. Having taken this step the federal government should then 
seek to provide the provinces with sales tax room in exchange for provincial 
withdrawal from the imposition of corporation income taxes. This exchange 
would be ruled out if the federal government left the sales tax field 


unilaterally. 


At some point in the future when virtually all Canadian individuals 
and families are submitting income tax returns, and suitable means of 


protecting the revenue have been devised, residents could be provided, in 


lieu of sales tax exemptions, with arbitrary credits against their personal 
income tax liabilities for a portion of the sales taxes paid. However, 
adoption of the sales tax rate and base that we propose would ensure that 
sales taxes would not be regressive. We therefore do not consider the 


adoption of sales tax credits to be urgent. 


However, we would like to see a gradual reduction in the relative 
importance of sales taxes in the Canadian tax mix as a method of increasing 
the progressiveness of the tax system. This should not be difficult to 
achieve. As the economy Pro, the revenues from income taxes increase 
more rapidly than those from sales taxes. Thus, if sales tax rates were 
held at present levels and income tax rates were maintained, the result we 


seek would be achieved. 


We recommend an immediate, although small, reduction in the relative 
weight of sales taxes by proposing that initially the federal government 
should impose tax at a 7 per cent rate on the new retail sales tax base. 
This rate, when applied to the proposed base, which would include some 
services, together with the elimination of some of the special excise taxes 
on so-called “luxury” goods, would reduce federal sales and excise tax 


revenues by about 8 per cent. 
THE COMPREHENSIVE TAX BASE 


We are completely persuaded that taxes should be allocated according 
to the changes in the economic power of individuals and families. Ifa 
man obtains increased command over goods and services for his personal 
satisfaction we do not believe it matters, from the point of view of 
taxation, whether he earned it through working, gained it through operating 
a business, received it because he held property, made it by selling 
property or was given it by a relative. Nor do we believe it matters 
whether the increased command over goods and services was in cash or in 


kind. Nor do we believe it matters whether the increase in economic power 
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was expected or unexpected, whether it was a unique or recurrent event, 
whether the man suffered to get the increase in economic power or it fell 


in his lap without effort. 


All of these considerations should be ignored either because they are 
impossible to determine objectively in practice or because they are irrele- 
vant in principle, or both. By adopting a base that measures changes in 
the power, whether exercised or not, to consume goods and services we obtain 


certainty, consistency and equity. 


For the vast majority, adoption of the comprehensive base would not 
result in great changes. Most employees, for example, are now taxed on a 
comprehensive tax base. To the few, particularly property holders, it would 


involve a great broadening of the tax base. 


A large part of our Report is devoted to the development of specific 
recommendations that would implement the comprehensive tax meee! But 
before describing the major features of the comprehensive tax base for 
particular kinds of gains we should indicate why we have rejected consumption 


and wealth as tax bases. 
Consumption and Wealth as Tax Bases 


To tax consumption expenditures rather than income would be to exempt 
saving. To tax wealth rather than income would be to exempt consumption. 
With one exception we see no merit in exempting either saving or consumption. 
Because most individuals and families spend everything they earn during their 
lives, to change from a system that taxed what was spent rather than what 
was earned would simply change the time pattern of taxes throughout life. 
Taxing consumption rather than income would increase taxes for the young and 
the old, since youth and old age are the periods when consumption is high 
relative to incane. It would reduce taxes in middle age when saving is 


typically at its peak. We do not think this would be an improvement. 
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Taxing wealth rather than consumption would obviously put those who 
obtain their income from their human capital (e.g., intelligence, knowledge, 
strength and skill) at an advantage relative to those who obtain their 
economic power from the ownership of property. It would penalize those 
who save relative to those who consume. | We do not believe that property 
holders should be able to escape, as they do at present, paying taxes on 
much of the economic power they derive from their property. But we also 
do not believe that they should bear a heavier tax burden than those who 
obtain the same economic power from human capital. /It is what you get, not 
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how you get it, that should count for tax purposes. 


We would, however, make one important exception. Through the special 
deductions now available for contributions to retirement savings, indi- 
viduals are encouraged to save for retirement. This is a worthwhile social 
objective that the tax system can help to achieve. We therefore recommend 


that within limits retirement contributions should continue to be deductible. 


Adoption of a tax system with retirement savings deductible without 
limit would convert an income tax system into a modified consumption 
expenditure tax system. That far we are not prepared to go. We propose 
stringent limits on the amounts that could be deducted in computing income. 
These limits would be related to the pension that could be obtained at age 
65 rather than to an amount that could be deducted in a given year. This, 
we believe, would put an end to the abuses of the present provisions by a 
few upper income individuals, and yet would permit flexibility in the timing 


of contributions. 


Under our proposals the tax treatment of the earnings of pension funds 
would be liberalized, and there would be great flexibility in the investment 
of pension funds, so that retirement savings would become more attractive 
than they are now. The limits we suggest are sufficiently high that low 
and middle income individuals and families would be free to choose to be 
taxed on an income basis or an expenditure basis depending upon how much 


they wished to save for retirement. 
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Employment Income 


Adoption of the comprehensive tax base would have less effect on the 
taxation of employment income than on most other kinds of income. However, 
some benefits in kind are now escaping tax, and strong measures should be 
taken to stop this abuse. On the other side, the failure to allow the 


deduction of expenses of earning employment income should be corrected. 


Relative to other kinds of taxpayers many employees have been overtaxed. 
Tax has been withheld at source and the deduction of virtually all the ex- 
penses of earning that income has been denied. Drawing the line between the 
expenses Of earning income and personal living expenses is exceedingly 
difficult, but we think that the present treatment has been too severe for 


many employees and often too generous for the self-employed. 


The prohibition against the deduction of the expenses of earning 
employment income should be withdrawn and employees should be entitled to 
deduct the expenses reasonably related to earning income, as are proprietors 
and partners. To reduce the administrative problem to manageable proportions, 
employees should be entitled to deduct the greater of an arbitrary proportion 


of their employment income or their actual expenses. 


The administration has not been sufficiently stringent in bringing 
employee benefits in kind into tax. Faced with high taxes on money income 
on the one hand, and the possibility of no tax on non-cash benefits on the 
other, employers and employees have found it attractive to substitute the 
one for the other. Free or subsidized meals, trips, homes, discounts, 
insurance policies and so on, are being accented as remuneration to the 
mutual benefit of the employer and employee and to the detriment of the 
revenue and of other employees whose taxes are correspondingly higher. To 
stop this trend we recommend that employers should either add the value of 
all in eed benefits to the tax base of the employee or pay a high tax on 


the amount not allocated to employees. 
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The “expense account living" problem may not be of great significance 
from a revenue point of view. The amounts involved in aggregate are probably 
not great. But the suspicion that some are enjoying exotic holidays, lavish 
food and drink and expensive entertainment out of untaxed income is demoral- 


izing even if frequently ill-founded. 


Seeking out new tax dodges becomes a game; boasting about "getting 
away" with an outrageous abuse, a pleasure; hearing of the opportunities 
missed, a tormmt. To stop "expense account living" we propose some arbitrary 
rules that undoubtedly will be castigated as unreasonable. We frankly admit 
that some of them are stringent. That is exactly what we intend. The 
problem of taxpayer morale is serious and the strongest measures are called 
for. We deny that the rules we propose are unreasonable, however, relative 
to the alternatives. This is an area where generalities are useless and 


specific —if arbitrary —rules are the only solution. 
Property Income 


The decision to tax the annual changes in the economic power of each 
tax unit rather than "income", as it is now defined, has dramatic conse- 


quences. 


For adoption of the comprehensive tax base requires the taxation of 


not only income from property, but also "capital" gains on the dispo- 
sition of property. Almost everyone is familiar, at least in a general 
way, with the difference between "income" and "capital", even though the 
words seem to be incapable of precise definition. Capital is the source 
of income. By levying a tax on “income” the distinction between the two 
concepts takes on great significance, for if the courts find a particular 
gain to be "capital" the transaction is not now taxable, There is an 


enormous incentive for the taxpayer to try to transform "income" gains 
into "capital" gains. However, it is impossible to draw an unambiguous 


distinction between “capital" gains and "income" gains and the attempt to 
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do so necessarily results in great uncertainty for the taxpayer because 


a particular transaction may or may not be found by the courts to fall on 


one side of the line or the other, 


After the most careful and exhaustive consideration of this complex 
question, we have arrived at the conclusion that the present distinction 
between kinds of gain is inconsistent with our concept of what we believe 
"income" is for purposes of determining the individual's capacity to pay 


tax, 


A dollar gained through the sale of a share, bond or piece of real 
property bestows exactly the same economic power as a dollar gained through 
employment or operating a business, The equity principles we hold dictate 
that both should be taxed in exactly the same way, To tax the gain on the 
disposal of property more lightly than other kinds of gains or not at all 


would be grossly unfair. 


These radical reforms are advocated because equity can be achieved 
in no other way, because in our opinion there would be no adverse economic 
effects through their adoption when combined with our other proposed 
changes, and because they would simplify the tax system and reduce un- 


certainty. 


If the full taxation of property gains would result in dire economic 
consequences or hopelessly complex administrative questions, some backing 
away from equity principles could be justified. We are satisfied that 


neither result would come about. 


Accordingly, we recommend the full taxation of realized property gains. 
To prevent unwarranted postponement, to minimize the "locking-in" effect, 
and to stop residents from avoiding the tax altogether by leaving the 
‘country, property gains should be deemed to have been realized on the death 
of the owner (unless the property passes to a surviving spouse or other 


member of the family unit) or on his leaving the country. For administrative 
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reasons we recommend a lifetime exemption of $25,000 on realized real 


property gains on residences and farms, 


Simply to adopt the full taxation of capital gains as a modification of 
the present system could be disastrous, as critics of the taxation of these 
gains assert, This is not what we are recommending. The effects of taxing 
capital gains in full can only be assessed as one feature of an entirely 


new system, The new system would have: 


1. Much reduced marginal personal rates of tax. 

e. Averaging provisions of unparalleled liberality. 

%, Loss provisions that would remove any tax bias against risk taking. 
hk, Full credit to residents for Canadian corporation taxes. 


S. More efficient incentives for new and small businesses, 


When the taxation of capital gains is only one component of a package 
with these features, we can dismiss the claims that it would destroy ini- 


tiative, reduce saving, and drive people out of the country. 


We have no intention that the taxation of property gains should be 
retroactive, Accordingly, we propose that only gains accruing after the 
effective date of the legislation should be subject to taxation, with a 


liberal option to avoid the necessity of a mltitude of valuations, 


The charge that to tax capital gains would raise no revenue and create 
great complexity can also be readily disproved, Even with the taxation of 
capital gains at half rates, and no deemed realization on death, the taxation 
of capital gains in the United States provides a significant proportion of 
federal revenues, However, we wish to emphasize that, even if our proposals 
for taking capital gains and losses into account in computing income produced 
no revenue, we would nevertheless recommend that they be taken into account 
for the reasons that we have outlined, Administrative complexity would actually 
be reduced by the full taxation of capital gains, as it is the attempt to 
distinguish between capital and income gains, in order to tax the one at a 


different rate than the other, that creates the complexity and uncertainty. 
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Business Income 


We will not attempt to describe in detail the many changes we propose 
in the measurement of business income for tax purposes. They are, by their 


nature, highly technical. The most important are: 


l. Elimination of the problem of "nothings" (business expenses that 


cannot be deducted for tax purposes at any time). . 


2. Elimination of many arbitrary rules, and hence greater reliance on 


accounting practices, in the tax treatment of reserves. 


56 Recognition of the last-in-first-out method as an acceptable method 


of inventory accounting under restricted conditions, 


4, Adoption of less stringent limitations on the deduction, carry-forward 


and carry-back of business losses, 


pie Provision of more stringent limitations on losses created by the 


deduction of personal expenses, 


= Introduction of a system of rapid write-offs of capital expenses as an 
incentive for new and small businesses. This incentive would be more 
efficient, and less open to abuse, than the low rate of corporation 
tax on the first $35,000 of corporate income. The low dp mcenuliy rate 


should be withdrawn. 
Gifts, Inheritances and Windfall Gains 


Consistent with the principle that all increases in economic power 
should be taxed without regard to kind or source, all gifts, inheritances, 
and windfall gains should be brought into the tax base. We would, however, 
ignore gifts, including inheritances, between members of a family unit (as 
defined below). Lifetime and annual exemptions for gifts received from 
outside the family would be provided to reduce the administrative problem 


to manageable proportions. These exemptions would mean that most people 
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would never pay tax on any gifts. The proposed system would be much more 
effective than the present gift tax in bringing large gifts into the tax 


net. The present tax is often avoided. 


Non-charitable gifts should not be deducted from the tax base of those 
who make them. Making a gift is an exercise of economic power and should 
be treated in the same way as any other personal expenditure. Gifts to 
charity should, however, be deducted from the tax base, subject to certain 


conditions and limitations. 
Government Transfer Payments 


The comprehensive tax base calls for the inclusion of all kinds of 
gains. We would not exempt from this rule government transfer payments, 
such as family allowances, old age security payments, unemployment insurance 
benefits and workmen's compensation payments. We would, however, allow 
the deduction of specific contributions to these transfer programmes. In 
recommending that these government transfer payments be brought into the 
tax base we do not prejudge the adequacy of the payments made under such 
programmes. The amounts of the benefits and contributions should be 
reviewed in the light of our recommendations. But we are convinced that 
the consistent application of the rule we suggest would remove many of the 
anomalies that now exist; for example, a man who works part of the year 
and obtains unemployment insurance part of the year may pay less tax than 


another man who receives the same income and works all of the year. 
FAMILIES AND INDIVIDUALS AS TAX UNITS 


The present system recognizes only the individual and not the family 
as a unit for tax purposes. This has certain undesirable consequences. A 
couple with one income recipient often pays substantially more tax than 
another couple with the same aggregate income derived by both spouses. 
If a man with a substantial salary marries a woman with a substantial 


independent income, their aggregate tax is not changed by their marriage. 
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Yet it is clear that their discretionary economic power is greater because 


of economies which can be realized by living together. 


Because income splitting results in important and unwarranted tax 
savings, married business proprietors would find it advantageous to hire 
their wives at high salaries to perform nominal duties if this were not 
prohibited, The prohibition results in anomalies, If the proprietor's 
wife does in fact perform productive work for the business the proprietor 
and his wife would be better off, from a tax point of view, if the wife 
worked elsewhere and the proprietor hired another person to do the same work, 
The man who owns and manages an incorporated business can often circumvent 


the prohibitions by having “the corporation” hire his wife, 


We therefore recommend in this Report that the income of families 
should be aggregated and taxed as a unit on a separate rate schedule, The 
rules against income splitting could largely be withdrawn because splitting 


would have no significance, 


The most serious consequence of the failure to accept the family as a 
taxable unit arises when wealth is transferred from one spouse to another, 
Although in most families wealth accumilated by a couple is the result of 
their joint efforts and decisions, the passing of property from one spouse to 
another is a taxable event, Exemptions provide some relief, but we believe 
that the taxation of these intra-family transfers is wrong in principle, 

On the other hand, we have expressed our belief that all increases in the 
economic power of the taxpayer, regardless of their source, provide the 
same increase in tax-paying capacity, ‘Thus, all gifts or bequests received 
from outside the family unit should be included in the comprehensive tax 


base, 


We are of the opinion that the present system of gift and death 


taxes, both federal and provincial, is an anachronism, Through the use of 


personal corporations, trusts and exemptions, it is possible to avoid and 
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postpone substantial gift and death taxes. These taxes almost certainly are 
not effective in breaking up pockets of wealth held by family dynasties, as 
is sometimes believed. They can, however, make it extremely difficult for 
a man to maintain his widow in the style she enjoyed when he was alive by 
substantially reducing the amount of property left for her support, even 


though he could not have accumulated the property without his wife's help. 


We recommend an entirely different system. The present gift and death 
taxes should be withdrawn and transfers of wealth within family units 
should have no tax consequences. Transfers of wealth from one family unit 
to another tax unit should be taxed at full progressive rates to the 
recipient tax unit, subject to small annual exemptions and a $5,000 life- 
time exemption. Transfers of wealth between husbands and wives and between 
parents and minor children would not therefore come within the purview of 
the tax system at all. However, when children leave home, all property 
taken from the family, with certain exemptions for administrative con- 
venience, would be taxable to the child. Any subsequent transfers from 
the family to the grown-up son or daughter, or to anyone else for that 
matter, should be taxed to the recipient. The family would ordinarily 
cease to exist on the death of the last surviving spouse. Property passing 
to other individuals or families on the termination of the family unit 


would also be taxable to the recipients. 
PROGRESSIVE RATES OF TAX 


Should taxation be progressive or proportionate? This is one of the 
most contentious issues in taxation. Our answer is clear and unequivocal. 
The tax base of each family and unattached individual should be subject to 
progressive rates of tax. Because we believe that non-discretionary 
expenses absorb a much larger proportion of the annual additions to the 
economic power of those with low income than of the wealthy, in order to 


attain the proportionate taxation of discretionary economic power, we 
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recommend that a base that measures total economic power be taxed at pro- 


gressive rates. 


It is not possible to measure accurately the proportion of a family's 
income that is required to meet non-discretionary expenses. What constitutes 
a “necessity” and what constitutes a "luxury" is essentially subjective. The 
wealthy man's necessities are the poor man's luxuries; with a rising income 
What was once a luxury becomes a necessity. A progressive rate structure 
that attempts to reflect the diminishing relative importance of non- 
discretionary expenses as income rises can only reflect a judgment of what 


is fair and reasonable. 


The personal income tax schedules we recommend do have one anchor 
point, however. The rate schedules have a top marginal rate of 50 per cent. 
We think there is psychological merit in a rate structure that would limit 
the state's claim against a man's additional ee one half. In our 
opinion, it is essential that the marginal rates of tax be kept low enough 
that the incentive to produce goods and perform services and invest funds 


is not destroyed. 


There is also a more concrete reason for advocating this top rate of 
50 per cent. A substantial part of the net economic benefit that Canada 
secures from foreign direct investment in Canada is the revenue derived 
from levying income and withholding taxes on non-resident-controlled 
Canadian corporations. To push the present rate of tax on corporations 
higher would deter foreign investment; to reduce the rate would transfer 
revenue from the Canadian treasury to foreign treasuries. The 50 per cent 


corporate rate, therefore, should not be changed. 


As already indicated, we propose that resident shareholders should 
receive full credit for corporation taxes. With a corporate rate of 50 - 
per cent, if personal marginal rates of more than 50 per cent were adopted, 


upper income individuals could postpone their taxes by retaining profits 
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in the corporations they controlled. It is essential to recognize that the 
postponement of taxes is equivalent to the reduction of taxes; indefinite 
postponement is equivalent to the elimination of a tax. The possibility 

of postponement biases corporation decision making, puts great pressure on 
taxpayers to discover means of realizing the retained earnings at less than 
the full rate of personal tax, and provides upper income shareholders with 
an advantage relative to upper income individuals who obtain their income 
in other ways, for example, by working for a salary. These serious problems 
can be eliminated by adopting a top marginal rate of tax that is not 


Significantly higher than the corporate rate of 50 per cent. 


The top marginal rate is now about 80 per cent, and applies to income 
in excess of $400,000. In our opinion, rates as high as this are on the 
statute books only because they are readily avoided by most of the few 
wealthy people with incomes of te size. By transforming income into non- 
taxable forms and through a myriad of tax avoidance techniques, the 80 per 
cent rate can be effectively circumvented, so that the effective marginal — 
rate is much lower. Indeed, the effective average rate of tax on all in- 
come, including property gains, is now probably no more for extremely 


wealthy people than it is for those with much lower incomes. 


We have examined the weight of total taxes on groups of families and 
individuals with different incomes as well as the value of the government 
benefits they receive, and find that while most middle and upper income 
taxpayers are net contributors to government, many of those at the very 
top are not making net contributions that are sufficiently large relative 
to their discretionary economic power. Broadening the base as we recommend, 
and lowering the rates as we propose, would increase the weight of tax on 
many wealthy families and individuals because the lower marginal rates 


would be more than offset by the broader base. 


The present tax system, combined with the present system of govern- 


ment expenditures, particularly the system of transfer payments, such as 
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family allowances, old age pensions and unemployment insurance, redistributes 
goods and services in favour of those at the Waste of the income scale. 

This is as it should be. However, the present system of transfer payments 
has important gaps. While the indigent as a group are net beneficiaries of 
government, some unfortunate families and individuals who do not benefit 
materially from government programmes are net contributors to government 
rather than net beneficiaries. This inequity can be removed either by 
reforming the system of government transfer payments to fill the gaps or 

by reducing personal income tax liabilities for those who are wholly or 
partially dependent upon gifts or allowances for subsistence. Pending a 
review of the former matter, which is quite outside our terms of reference, we 
believe that most low income families should pay lower taxes. As we show 
later, we believe that the adoption of our recommendations would have this 


result. 
SPECIFIC NON-DISCRETIONARY EXPENDITURES 


Through the progressive rate structure it is possible to reflect the 
reduced relative importance of non-discretionary expenses generally as 
income rises. There are, however, specific non-discretionary expenditures 


that should also be taken into account if equity is to be achieved. 


We have already said that the system should recognize both families 
and unattached individuals as taxable units. This raises the question of 
the appropriate relationship between the taxes imposed on families and 
unattached individuals; on families with children relative to those with 
no children; and on families with one child relative to those with, say, 


ten children. 


In our opinion a childless couple should pay lower taxes than an 
unattached individual with the same income. This difference would reflect . 


the fact that two cannot live as cheaply as one. But when two people with 


incomes marry, and both continue to receive these incomes, their total tax 
should increase, because there are economies in living together. These tax 
differentials can be obtained by adopting two separate rate schedules: one 
to be applied to aggregate family income and another to be applied to the 


income of unattached individuals. 


With separate rate schedules the present system of personal exemptions 
for the taxpayer and his or her spouse can be eliminated. The same result 
can be achieved in a simpler way by the use of a first income bracket taxed 
at a zero rate. This is what has been done in the proposed rate schedules. 
The significance of such a change is to bring closer together income and 
taxable income. Taken by itself it has no impact on the calculation of an 


individual's taxes. 


The present system takes into account the non-discretionary expenses 
of raising children by providing parents with an exemption for each child. 
The size of the exemption is affected by the eligibility of the child for 
family allowances. This approach has two weaknesses, First, it does not 
recognize that the first child involves greater non-discretionary expendi- 
tures than subsequent children. The parents often must find different and 
more expensive accommodation, equipment must be bought and, most important 
of all, the mother mst either stop working or hire someone to 1ook after 
the child. Subsequent children involve additional costs, but they are not 
as great as for the first child. The second weakness is that the present 
exemptions for dependants provide a greater benefit to those with larger 


incomes. 


These faults can be overcome by the use Of tax credits for children, 
with a larger credit for the first child than for the others. This we have 


recommended. 


Most medical expenses are clearly non-discretionary expenses. Taxes, 


therefore, should be lowered for those who have unusually heavy expenses 
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of this type. The 3 per cent of income floor should be retained as a 
rough-and-ready dividing line between the exceptional and the “ordinary” 
medical expense. Only out-of-pocket expenses in excess of this floor 
should be deducted and not, as at present, amounts reimbursed through 


insurance. The standard deduction for medical expenses should be withdrawn. 


Working mothers with young children are faced with substantial non- 
discretionary expenses. A tax credit should be provided to taxpayers in 


this situation. 


The present deductions for the costs of post-secondary education 
should be abandoned and a system of transferable credits adopted that 
would be of greater value to low income parents and students. Living 


‘costs of students taking such education should also be recognized. 


The administrative procedure for granting deductions for charitable 


donations should be revised to protect the treasury. 
DISTORTING EFFECTS OF THE TAX SYSTEM 


The narrow tax base and some extremely expensive incentive or con- 
cessionary provisions built into the present system mean that, to raise the re- 
quired revenue, tax rates have to be higher than would otherwise be necessary, 
and the tax burden on some is therefore correspondingly heavier. This 
has the effect of driving labour and capital away from activities that are 
heavily taxed and drawing them into tax-favoured activities. Unless these 
pressures nicely compensate for non-tax distortions in the market, labour 
and capital are less productively employed than they should be. Fewer 
goods and services are available for Canadians. Some features of the tax 
system that unduly narrow the base have already been described. Other 


incentive or concessionary provisions that have a high revenue cost are: 


1. The low rate of corporation tax on the initial $35,000 of taxable 


income, 


2) 


The depletion allowances for the mining and petroleum industries. 


The three-year exemption for new mines. 


Inadequate taxation of the business income of life insurance companies, 


All of these concessions should be withdrawn, More effective incentives 


could be provided at much lower revenue cost, The extra revenues could be 


used to reduce rates on business income generally. 


The present system also has a number of specific biases that can only 


have a detrimental effect on the allocation of labour and capital. Among 


the most important are those listed below: 


The stringent treatment of business losses makes investment in risky 
enterprises less attractive because the government shares in the gains 


while the investor may have to bear all of the losses, 


Inadequate averaging provisions make activities that produce "bunched" 


income less attractive, 


Inconsistent tax treatment of various forms of business organization 


(partnerships, proprietorships, corporations, trusts and co-operatives) 


penalizes somes activities that are unable to adopt the most advantageous 


form of organization, This bias arises largely because of the so-called 


"double" taxation of corporate source income, 


Retained earnings of corporations are given a tax advantage and high 
rates of distribution are penalized by the "double" tax on dividends 
and the failure to tax share gains, Tax considerations thus distort 


the pay-out policy of corporations, 


Purchases of Canadian equities by Canadian financial institutions are 
discouraged because these institutions do not benefit from the dividend 


tax credit. 


All of these biases can and should be removed, 
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THE USE OF THE TAX SYSTEM TO COMPENSATE 
FOR MARKET DISTORTIONS 


At least in the present state of our knowledge the market usually 
provides the best mechanism for allocating productive facilities and 
services so that people obtain the largest output of the goods and services 
they want. We are anxious that the tax system interfere as little as 
possible with this allocation. However, the market does not work perfectly 
and can distort the allocation of the means ae production just as the tax 
system can. In particular, we believe that the capital market is biased 
against new, small risky enterprises. The tax system can be used to off- 
set that bias and we propose some incentives for that purpose. In addition 
to the full credit to resident shareholders for corporation taxes, there 


should be: 


1. A more liberal treatment of losses, including the full write-off 
against all other income of any losses in the initial years of a 


new business. 


nae An immediate write-off of capital costs for new businesses up to a 


specified limit. 


De Continuation of the immediate write-off of exploration and develop- 


ment expenses for mining and oil companies. 


4, Continuation of the exemption from taxation of the incame of 
qualified retirement savings funds (including capital gains) until | 


it is distributed to individuals. 


he Continuation of the immediate write-off of research and development 


expenditures, possibly complemented by subsidies. 
6. Tax credits for post-secondary education and training. 


Together these incentives would provide a substantial inducement to greater 


technical progress, risk taking and initiative. 
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INTEGRATION OF PERSONAL AND 
CORPORATION INCOME TAXES 
As stated earlier, we believe that resident shareholders should be 
given full credit for Canadian corporation taxes. We believe this to be in 


the interest of Canadian consumers. 


It is frequently argued that shareholders should not be given credit for 
underlying corporation taxes because corporations pass such taxes on, typically 
by charging higher prices for what they sell, sometimes by paying less for 
what they buy. We accept that this is often true, but do not think it is a 


valid objection to the full credit to shareholders. 


Corporation taxes are "passed on” in two ways: through immediate increases 
in prices or reductions in costs that quickly restore the after-tax rate of 
return to corporate assets; through gradual increases in product prices 
(relative to what they otherwise would be) resulting from reduced capital 
spending and hence output. In the former case the corporation tax is a crude 
and regressive sales tax. In the latter case the corporation tax is a crude 
and inequitable tax on wealth, because the tax is borne by those who happen to 
hold the "wrong" shares at the time the tax is imposed. These shareholders 


bear the tax because it is capitalized in lower share prices. 


Consumers are worse off in either case. Either their real purchasing 
power is reduced because prices are higher or wages are lower or there are 


fewer goods and services available. 


The important issue is, of course, what would happen if full credit was 
allowed for corporation taxes now. Here again there are two possibilities. 
The tax reduction on corporate source incame could be quickly passed on to 
consumers through lower prices or passed on to workers through higher wages. 
The tax reduction could be capitalized in higher share prices. Only when the 
corporation was completely insulated from the competition provided by the 
entry of new firms attracted by the higher after-tax rate of return to share- 


holders would the full amount of the tax reduction likely be capitalized in 
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the price of the shares. Few corporations have such a monopoly position. 
Probably the rise in share prices would be relatively small. If the tax re- 
duction was not shifted quickly through lower prices, the higher after-tax 
rate of return to shareholders would stimulate capital spending, increased 
output and lower product prices and hence push down after-tax rates of return 
toward earlier levels. This process of adjustment would take a substantial 


period of time. 


Consumers would benefit from the corporation tax credit if the tax reduc- 
tion was passed on in lower prices or brought about increased output or both. 
Consumers generally would not benefit from the corporation tax credit if the 
tax reduction was simply reflected in higher share prices without any increase 


in capital expenditures and output. 


We are confident that the instances of full capitalization of the tax 
reduction without favourable price and output effects would be the exception 
rather than the rule. To deny the tax reduction because the shareholders of 
a few corporations would obtain windfall share gains would be to cut off our 
collective noses to spite our collective faces. We would be denying ourselves 
greater output from the economy generally to ensure that the few did not get 
what they did not deserve. There are other methods for dealing with corpo- 
rations that have massive and persistent monopoly power. To design a tax 


system to suit the exceptional case would be to lose all perspective. 


Another advantage of the integration of corporation and shareholder taxes 
and the full taxation of property gains would be the prevention of tax meh © 
ance. Under this system profits of all kinds and from all sources would be 
taxable in the same manner. Accordingly, there would be relatively little 
incentive to arrange transactions in such a way as to change the form of 
payment. The basic inconsistencies in our law which have resulted in wide- 
spread “surplus-stripping” and other abuses would be eliminated. This result 
is, in our view, further evidence of the fundamental soundness of the system 


we propose. 
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FULL TAXATION OF SHARE GAINS 


While we believe that resident shareholders should be given full credit 
for Canadian corporation taxes, we also believe that share gains should be 
taxed in full. These proposals should be considered as two sides of the same 
coin and not as two separate and separable proposals. The integration of 
personal and corporation income taxes through the full credit device would 
substantially reduce the weight of tax on Canadian corporate source income 
for residents; the full taxation of share gains would have the opposite effect. 
We have satisfied ourselves that, with the rates of personal tax that we 
propose, the net effect of the two changes would be to reduce the weight of 
tax on most Canadian corporate source income attributable to residents. Only 
some shareholders, particularly those holding shares in the extractive 
industries and life insurance companies and campanies in special circumstances, 


would be worse off. 


With lighter taxes on corporate source income the cost of equity capital 
would be reduced. This would increase capital spending and provide Canadians 


with more goods and services in the future. 


FOREIGN OWNERSHIP AND CONTROL 


The integration of personal and corporation income taxes would have another 
important and valuable side effect. Because full credit for Canadian corporation 
taxes would be confined to residents, and because Canadians would find holding 
Canadian shares more attractive than they do now, we expect that Canadian 
share prices would rise despite the full taxation of share gains. The cost 
of equity capital in Canada would be reduced. Canadian corporations, in- 
cluding those controlled by non-residents, would be encouraged to offer more 
shares to Canadians. This would be as effective or more effective an incentive 
for Canadian ownership than the lower withholding tax that is now in effect 
for corporations that have the desired degree of Canadian ownership. It 


would not have the same drawbacks. 


The tax system could be used, in conjunction with other policies, to 
reduce our dependence on foreign capital, but this would result in a re- 
duced growth rate or require reduced current consumption. It is by no means 
obvious that Canadians would thereby achieve greater economic independence. 

THE USE OF THE TAX SYSTEM 
FOR ECONOMIC STABILIZATION 

Canada has not succeeded in maintaining full employment or in containing 
inflation. Canadians have good reason to be dissatisfied with the past 
performance of the economy. After 1957 there was an extended period when 
the expansion of the national product was disappointing in terms of past re 
formance. The level of unemployment was extremely high. While the situation 
improved markedly after 1963, this must not blind us to the fact that the 
rise took place from a low level and that the current level of output is 


below what could have been achieved had unemployment been prevented. 


Can the tax system be used to prevent periods of unsatisfactory per- 


formance? The following points are relevant in answer to this question. 


The tax system is too blunt an instrument to be used as a counter against 
those relatively momentary checks in the expansion of the economy that occur 
with fair regularity. By the time the check is recognized, its cause located 
and changes in the tax law readied and passed, the tax change would be too 
late to be of use and could well prove to be harmful by overreaching in the 
opposite direction. Such a statement should not be taken to preclude de- 
Signing a tax system that reacts instantaneously in a broad and predictable 
way to such momentary checks. Rather it precludes reliance on discretionary 


fiscal policy changes to smooth out all short-term fluctuations. 


The situation is quite different in respect of those prolonged periods 
of unsatisfactory performance which have occurred in the past, such as the 
inflation after 1946, or high unemployment after 1957. In these circun- 


stances the persistence of the movement allows ample time in which to rally 
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government policy. It is important that, once these persistent movements 
are detected, policy should not be diverted by the appearance of momentary 


checks. 


There is no single explanation of past policy failures. Mistaken 
diagnosis of the underlying causes of unemployment certainly played an im- 
portant part in the late 1950's and early 1960's. Canada was thought to be 
suffering from structural unemployment and inflation when the basic problem 
was inadequate demand. Governments delayed and acted timidly because they 
were concerned about "balancing the budget". In our opinion, the remedy 
would have been a larger deficit to increase demand, and thereby achieve full 
employment and higher revenues. There seems to have been inadequate awareness 
that the fiscal system acts as a brake upon an expanding economy unless the 
rapidly growing revenues are offset through tax cuts or expenditure increases. 
Budgets have often been less expansionary or more restrictive than was thought 


to be the case at the time they were introduced. 


Just as there is no single explanation for past failures, there is no 
single change that would solve all of Canada's problems. There are, however, 
many specific actions that could be taken to improve future performance. 
Although a few new instruments for stabilization purposes are available, what 
is mainly required is a better understanding of when and how to use the 
existing policy tools and more boldness and steadfastness in pursuing 


stabilization goals. 


Tax changes are not the only instrument for stabilizing the economy. 
Changes in expenditures and monetary policy are particularly important. How- 
ever, with a fixed exchange rate and foreign exchange commitments that restrict 
the use of monetary policy under some circumstances, Canada needs an effective 


fiscal policy more than ever. 


Canadians must become more aware both of the great significance for 


long-term economic growth of the continued maintenance of full employment 
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and of the vital role that an effective fiscal policy can play in achieving 


that objective. 
INCREASING THE RATE OF GROWTH 


The rate of growth of national income can be increased without cost 
by avoiding lapses from full employment. It also can be increased by 
sacrificing leisure for work, and current consumption for future consump- 
tion. Although the tax system can be designed to induce more work and 
less current consumption, it would be foolish to do so until the costless 
increases are obtained and it is established that the resulting growth 
rate is still inadequate. 

EXAMPLES OF THE EFFECTS OF 
OUR RECOMMANDATIONS 

While we have made many detailed recommendations, relatively few basic 
changes would be required to make the tax system a better vehicle for 
allocating the costs of government. The basic changes we propose are: the 
taxation of the family as a unit, integration of the corporation and personal 
income taxes, the inclusion of all economic gains in the tax base, the 
elimination of separate taxes on gifts and bequests, and the revision of 
concessionary allowances to make them more equitable. Because the inclusion 
of all economic gains would result in a substantial broadening of the tax 
base, these proposed changes would permit a significant reduction in tax 
rates. To make clear the main thrust of our proposals it is helpful to 
consider some examples of the changes in taxes that would be brought about . 


by adopting a system embodying these basic changes. 


All of the economic gains of many taxpayers are now taxed. This is parti- 
cularly true of employees. Table 1 shows how taxes are calculated under the present 
system and would be taxed under the proposed system for a married taxpayer with 


two dependent children (eligible for family allowance) who has wages and salary 
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TABLE 1 


TAX CALCULATION FOR A MARRIED TAXPAYER WITH TWO DEPENDENT 


CHILDREN WITH WAGE AND SALARY INCOME ONLY 


Salary Income of 


Under Current Under Our 


System Proposals 
Comprehensive Base Income 
Wages and salaries $5 ,000 $5 ,000 
Less: Employment expenses and 
unemployment insurance premium - unr? 

Net employment income for tax purposes $5 ,000 $4,801 

Family allowances ~ Ly 
Total Assessable Income $5,000 $4,945 
Deductions: 

Standard deduction and family exemptions 2; 100 poy eeu’ 50), 
Taxable Income $2,300 $4 895 
Gross Tax $ 281 $ 438 
Tax credits: 

Credit for dependants - 160 
Personal Income Tax Su2dh $ 278 
Old age security tax ee = 
Total Income Taxes $373 $278 


000 


Salary Income of 


000 


Under Current Under Our 


System Proposals 
$35,000 $35,000 
“ 549 
$35,000 $34 451 
‘ Ly 
$35,000 $34,595 
2,700 50 
$32,300 $34, 545 
$12,200 $ 9,004 
- 160 
$12,200 $ 8,844 
120 - 
$2 320 $ 8 ,8h4l 


Note; Personal income taxes are before abatements to the provinces and are calculated under the current tax 
system using 1966 rates, Standard deductions of $100 under the current system and $50 under our 
proposals are used in calculating taxable income, The recommended minimum allowance of 4 per cent 


of employment income up to a $500 maximum is used for employment expenses. 


It is assumed that both 


dependent children receive family allowances of $6 per month, and that only one member of the family 


receives income, all in the form of wages and salary. 


and no other income except for family allowances received on behalf of 

his children. The examples given in the table show the difference in 

tax that would result from adopting our proposals when wage and salary 
income is $5 ,000 and $35,000. As these examples show, comprehensive income 
is actually smaller than currently assessable income for such taxpayers, 
because we recommend the allowance of employment expense deductions that 
are disallowed under the current tax law. Table 1 is based on the 
assumption that the taxpayer takes the recommended optional allowance 


under the proposed system rather than the itemized employment expenses. 


Because assessable income is essentially unchanged in these examples, 
the application of the suggested rate schedules results in both cases 


in a substantial reduction of total income taxes. 


These examples show how taxes would be calculated using our recommended 
tax rates and tax credits in place of the current tax rates and exemptions. 
It can be seen that there are no exemptions under our proposals. The 
$1,000 and $2,000 personal exemptions have simply been replaced by zero 
rate brackets in the recommended rate schedules, thus bringing taxable 
income closer to actual income without increasing taxes. Other exemptions 


have been replaced by tax credits. 


The effect of the substitution of tax credits for exemptions is 
illustrated by comparing the changes in tax that would result if the 
married couple with $5,000 in wages and salaries (Table 1) had no dependent 
children. Under the present system the exemptions claimed for their 
dependent children reduce their taxes from $499 to $373, that is, by $126. 
Under the proposed system, the net effect of including family allowances in 
income and of claiming the tax credits for their dependent children would be 


to reduce their taxes from $412 to $278, a reduction of $13}. 


Table 2 provides examples showing how taxes would be calculated for married 


taxpayers, again with two dependent children, who currently have incomes 


TAX CALCULATION FOR A MARRIED TAXPAYER WITH TWO DEPENDENT 
CHILDREN WITH CORPORATE SOURCE INCOME ONLY 
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TABLE 2 


Corporate Source 


Corporate Source 


Income of $25,000 Income of $175,000 

Under Under Under Under 

Current Our Current Our 

‘System Proposals System Proposals 
Comprehensive Base Income 

Dividends $ 5,000 $ 5,000 $35,000 $35,000 

Corporation tax paid 10,000 10,000 TO ,000 70 ,000 

Capital gain due to retained earnings » 5,000 5 ,000 35,000 35,000 

“Goodwill” capital gains 5 ,000 5 ,000 35,000 35,000 

Corporate source income 25,000 25,000 175,000 175,000 

Family allowances 144 144 Lyk 14h 
Total Income $25 144 $25,144 $1.75 ,144 $175,144 
Total Assessable Income $ 5,000 $25,144 $35,000 $175 44 
Deductions : 

Standard deduction and family exemptions 2,700 50 2,700 50 
Taxable Income $ 2,300 $25,094 2,300 $175,094 
Gross Tax $ 281 $ 5,560 $12 ,200 $76,224 
Non-refundable tax credits: 

Credit for dependants ~ 160 ~ 160 

Dividend tax credit 1,000 * __1,000 “ 

“ $ 5,400 $ 5,200 $76,064 
Refundable tax credit: 

Corporation taxes attributed - 10,000 ae Dd 10,000 
Personal Income Tax - ($4,600) $ 5,200 $ 6,064 
Old age security tax 92 - 120 - 

Corporation income tax 10,000 $10 ,000. 70,000 _70,000 
Total Direct Taxes 10,0 $ 5,400 $75,320 6,064 


Note: As in Table 1. Corporation income tax under the current system is calculated assuming that all 
corporate income is taxed at a rate of 50 per cent. The assessable income under the current system 
is limited to the dividends received. It is also assumed that dividends are equal to retentions, that 
total corporate income is unchanged by our proposals and that "goodwill" capital gains, which reflect 
the premium that a prospective shareholder is willing to pay for the anticipated earnings of the 
corporation, are equal to dividends. Direct taxes include personal and corporation income taxes and 
gift and estate taxes. 
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(as we define the term) of $25,000 and $175,000 solely from dividends and 
capital gains on common stocks of large corporations whose tax base 

would not be affected by our proposals. These examples illustrate how 
integration would affect the total taxes paid on corporate source income 


attributable to shareholders. 


Under the present tax system, only dividends received are brought 
into the personal income tax base; the taxpayer with dividend income of 
$5 ,000 consequently pays only the old age security tax as the dividend tax 
credit more than offsets the income tax otherwise payable. However, 
$10,000 in corporation income tax is paid by the corporation on the share 


of its income attributable to the shareholder. 


A closely held company could conceivably be organized as a partnership 
instead of as a corporation. If it was, the total income of the partner- 
ship would be brought into the tax bases of the individual partners in 
proportion to their shares in the partnership. The only tax paid on the 
income of the partnership would then be the personal income taxes of the 


partners, 


As Table 2 indicates, the effect of our recommendation to integrate 
the personal and corporation income taxes would be essentially to tax the 
income from all corporate shares held by residents as if they were shares in 
a partnership. Corporation income tax would be paid by the corporation, but 
all before-tax corporate income attributable to a shareholder would be added 
to his tax base. The shareholder would be allowed a refundable tax credit 
equal to all corporation income taxes attributable to his share of the corpo- 
ration's profits. The effect of integration would thus be to tax corporate in- 
come at the shareholder's personal rate, rather than at the 50 per cent rate 
of the corporation income tax plus any subsequent tax on distributions. 


From our viewpoint there should be no difference in taxes as a result of 
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the form of organization chosen for a business; the assessable income of 
the taxpayers in this example would be $25,144) rather than $5,000 and 


$175,144 rather than $35,000. 


We have assumed in the examples in Table 2 that the taxpayer realizes 
"goodwill" capital gains (i.e., capital gains in excess of the gain that 
results from corporate retained earnings and which reflect the premium that 
a prospective shareholder is willing to pay for the anticipated earnings of 
the corporation) equal to the dividends on his shares. Even when these 
gains are added to the base, total taxes would be reduced in the first 


example and increased only slightly in the second. 


The examples presented in Tables 1 and 2 show how two kinds of income 
are taxed at two income levels. Similar examples for taxpayers in many 
different income classes are presented in Appendix I to Volume 3 and 


Appendix M to Volume 4 of this Report. 


One clear implication of these examples is that they cannot be typical 
of all taxpayers for taxes would be reduced under our proposals in all but 
one case. The primary reason for the reductions in three of the four cases 
is that assessable income was not increased sufficiently to offset the 
effects of integration and of the reductions in tax rates. While this would 


be true for most taxpayers it would not be true for all. 


Table 3 presents an example of a taxpayer with an income of $35,000 
for whom assessable income would be greatly increased by our recommendations. 
This example is indicative of the effects of our proposals on many upper 
income taxpayers receiving substantial income from non-corporate invest-~- 
ments and from gifts from outside their family units. Even though gift 
taxes would be eliminated under our proposals, in this example total 


direct taxes would be increased by more than 40 per cent, 
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TABLE 3 


TAX CALCULATION FOR A MARRIED TAXPAYER WITH TWO DEPENDENT 
CHILDREN RECEIVING NON-CORPORATE SOURCE INVESTMENT INCOME 
OF $25,000 AND $10,000 IN GIFTS 


Under Under 

Current Our 

System Proposals 
Comprehensive Base Income 

Investment income currently taxable $20,000 $20,000 

Capital gains 5,000 5,000 

Total investment income $25,000 $25,000 

Gifts 10,000 10,000 

Family allowances L4y Lyk 
Total Income $35,144 $35,144 
Total Assessable Income $20 ,000 $35,144 
Deductions : 

Standard deduction and family exemptions 2, (00 50 
Taxable Income $17, 300 $35,094 
Gross Tax $ 5,085 $ 9,212 
Tax credits: 

Credit for ad peiidan ts - 160 
Personal Income Tax $ 5,085 $ 9,052 
Old age security tax 120 - 
Gift tax attributable L, 100 - 
Total Direct Taxes $ 6,305 $ 9,052 


Note: As in Table 1. It is assumed in calculating gift taxes paid on 
the gift of $10,000 that the donor has used up his gift tax 
exemption for the year and that the gift is fully taxable but 

Because so many gifts are 

now exempt, this assumption results in a higher than average rate 


subject only to the 11 per cent rate. 


of tax being applied to the gift in this example. 


Direct taxes 


are defined to include personal income taxes, corporation income 


taxes and gift and death taxes. 


5 


REVENUE IMPLICATIONS 


As the previous examples indicate, the base and rate changes we recom- 
mend would interact in an extremely complex manner. ee a implications 
are therefore neither obvious nor easily explained because some of the changes 
would complement one another while others would offset one another. To cope 
with this complexity we have based our estimates on data for the year 1964, 
the latest year for which detailed information was available. We had 
computer work done for us to adjust the actual income reported by a large 
number of taxpayers in that year in accordance with our recommendations and 


to recompute their taxes with the rate schedules we recommend. 


In completing our revenue estimates we have been forced to make a 
number of assumptions, since little or no information is available with re- 
spect to such matters as the annual gifts made between tax units, the value 
of property gains that would be realized each year and the extent to which 
interest is not reported. We are satisfied, however, that even if the 
amounts of such income are less than we have assumed the proposed system 


would raise a sufficient flow of revenue. 


On the basis of these calculations we estimate that had our proposals 
been in effect in 1964, and had there been no revenue losses in that year 
as a result of the transition from the present to the proposed system, over 
$200 million more in revenue would have been raised than would have been 
raised under the present system. The changes, categorized by the major 


revenue sources affected, are given in Table 4, 


These estimates must be interpreted with caution. The large increase 
in corporation tax collections would result primarily from withdrawal of 
the dual rate of corporation tax, withdrawal of some industry concessions 


and the full taxation of realized property gains to corporations. A 


substantial part of this increase would fall on Canadian corporate source 
income attributable to non-residents. More important, the increased corpo- 
ration tax collections do not mean that the corporate source income of resi- 
dents would be more heavily taxed, for the increases at the corporate level 
would be offset, and in most cases more than offset, by reduced taxes on 


corporate earnings at the personal level. 


The elimination of gift and estate tax collections would not mean that 
gifts and bequests would escape tax altogether. This would be true only 
of intra-family gifts and bequests. Other gifts would be taxed to the recipi- 
ents at full personal rates. The revenue raised in this way is, of course, 
taken into account in arriving at the estimated net change in personal income 


tax collections. 


The estimated reduction in sales tax revenues would result from moving 
from a manufacturer's sales tax to a retail sales tax, broadening the base 
in some respects while narrowing it in others, eliminating certain taxes on 
"luxury" goods, and replacing the 11 per cent rate on the present base with 


a 7 per cent rate on the proposed base. 


TABLE 4 


PROPOSED REVENUE CHANGES FOR 1964 
(millions of dollars) 


Present Proposed 


System System Change 
Corporation income taxes 1,941 2,473 +532 
Personal income tax 2,676 2,634 ~o 
Gift and estate taxes 143 ~ -143 
Sales and excise taxes 1,597 1,472 -125 


Total 6,351 6,579 +202 


41 


It is useful to consider the revenue changes that would result from 
our income tax proposals classified by reform rather than by type of tax. 
Using one of several alternative methods of proration, we estimate that 
the results for 1964, still ignoring transitional adjustments, would have 


been as shown in Table 5. 


These figures disguise the fact that the taxes on the Canadian 
corporate source income of non-residents would have been increased in 1964 
by about $271 million so that the total taxes imposed on residents would 


have been reduced by approximately $49 million. 


TABLE 5 
EFFECTS OF DIFFERENT PROPOSED REFORMS 


ON 1964 TAX REVENUES 
(millions of dollars) 


Net reduction in personal income tax rates -317 


Increases in the personal income tax base (excluding the 


effects of integration) +838 
Integration of corporation and personal income taxes -111 

' Additions to the integrated corporation tax base +252 
Increased personal deductions -151 


Extension of the corporation tax credit to certain 


tax-exempt intermediaries -50 
Changes in concessionary allowances -99 
More liberal income averaging -60 
Aggregation of incomes in family tax units +45 
Changes in sales and excise taxes -125 


Total change +222 
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During a transitional period revenues would be less than those estimated 
above, This would arise in part because some of our proposals would have a 
gradual impact on revenues and because we have recommended some concessions 
to soften the immediate impact of certain major recommendations. The rates 
of personal tax that we recommend, in conjunction with a suggested change in 
the time of paying corporation tax instalments, would raise sufficient revenue 
to finance the transitional costs that would be involved during the initial 
43 to 5 years, the duration of the transitional period depending upon the 
actual transitional measures adopted. After this transitional period the 
proposed personal tax rate schedule applied to the proposed base would 
therefore raise substantially more revenue than the present system would 


raise at the same point in time. 
INCIDENCE IMPLICATIONS 


Under the present tax system low income families pay a surprisingly high 
proportion of their income in taxes to all levels of government. As a group, 
families with the largest incomes pay only a slightly higher proportion of 
their income in taxes than do those with much lower incomes. The term 
"incomes" as used above is intended to denote the all-inclusive concept 


described in this Report as the “comprehensive tax base”. 


This inadequacy of the progressiveness of the present tax system is 
probably more than offset by the larger benefits received by the low income 
taxpayer from government expenditures in proportion to his income. Never- 
theless, we believe that some low income families are overtaxed because wed 
do not benefit as much from government expenditures as other families with 
the same income. We also believe that some upper income families are not 
making a sufficiently large net contribution to this redistribution of 
income. Adoption of the system we recommend would significantly increase 


the progressiveness of the tax system. 
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Reducing the weight of sales taxes and adding services to the sales 
tax base would reduce the burden of these taxes on lower income individuals 
and families and increase the burden on those with larger incomes. On the 


average, sales taxes would be reduced by approximately 8 per cent. 


Estimates of the average effective rates of Redandil direct taxes (before 
provincial abatements) by income class under the present and proposed systems 
are plotted in Chart 1. These federal direct taxes are the personal 
and corporation income taxes and the gift and estate taxes. Le Le 
assumed that no shifting of the corporation tax occurs, but in any case a 
study made for us shows that incidence estimates are not highly sensitive 


to assumptions as to shifting, 


Averages are often misleading; the present and proposed average direct 
tax rates plotted in Chart 1 are no exception. They hide an extraordinary 
diversity in the changes in direct taxes that would be brought about by 
adoption of our recommendations, While the average low income family would 
pay lower taxes, some of these families would pay more. The same diversity 
would be found at the upper end of the income scale. This is shown by the 
estimates given in Table 6. The data provided in this table give the estimated 
number of taxpayers in each income class who would experience increases, 
Mecreases and no changes in direct taxes. While it is clear that most 
lower income taxpayers would benefit from reductions in direct taxes and 
most upper income taxpayers would be subject to tax increases, there would 


be many exceptions. 
ECONOMIC IMPLICATIONS 


There is no doubt that the proposed increase in the progressiveness 
of the system would tend to reduce the rate of personal saving. However, 
the reduction would probably be insignificant and could readily be offset 


by changes in other policies. 
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TABLE 6 


NUMBER OF TAXPAYERS IN DIFFERENT INCOME GROUPS THAT IN 1964 
WOULD HAVE EXPERIENCED RELATIVE CHANGES IN FEDERAL DIRECT TAXES 
OF GIVEN AMOUNTS UNDER THE PROPOSED SYSTEM 


Decreased Changed Increased 

by more than by less than by more than 

Comprehensive Income 15 per cent 15 per cent 15 per cent 
Less than $5,000 2,713,328 1,685,259 370 ,O48 
$ 5,000 - 9,999 hol , Lh, 1,038,796 173,338 
10 ,000 me 14,999 5,269 125,901 37 960 
15,000 - 24,999 1,895 70 ,918 23,885 
25,000 or more 182 he 263 26 ,259 


Total 3,124 ,818 2,963,137 631,490 


Note: Federal direct taxes include personal and corporation income taxes 
and gift and estate taxes before provincial abatements. 


Of greater moment is the likely effect of the recommended system on 
the rate of business saving and the rate of capital expenditures. Adoption 
of our recommendations would increase corporation tax collections by about 
25 per cent. Although this increase would take place only gradually, 
obviously it would substantially reduce corporate cash flow. Part of this 
reduced cash flow would be absorbed by reduced corporate retentions, a 
major source of business saving. If reduced business saving were the only 
result of our recommended tax changes, conceivably the rate of capital 


expenditures would decline. 


Several other crucial factors must be borne in mind, some of which would 


offset this negative effect on capital expenditures in varying degrees. 


ie While an increase in tax collections at the corporate level of more 
than $500 million can hardly be dismissed as trivial, this would 


only represent about 6 per cent of total business saving. 
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Over 40 per cent of the increase in corporation tax would result 

from abandoning the dual rate. This would not significantly change 
the taxes of large public companies, for the maximum annual increase 
per company would be about $10,000 and the change would not alter the 
after-tax return on capital expenditures. For low income closely held 
corporations owned by residents, the tax increase at the corporate 
level resulting from the withdrawal of the dual rate would have no 
significance unless the shareholders had high incomes. This is be- 
cause tax reductions at the personal level with respect to this income 
would offset the tax increases at the corporate level. For Canadian 
corporations controlled by non-residents, the abolition of the dual 
rate usually would have no significance because the increased Canadian 
tax would be offset by a larger foreign tax credit provided by the 


country in which the shareholders were resident. 


Almost one half of the increase in corporation tax collections would 


result from the withdrawal of special concessions to certain industries. 


Most corporations in these industries would not be affected, or would 
not be affected significantly. The cash flow of a few large mining, 
petroleum and life insurance companies would be significantly reduced. 
It would be surprising if this was not reflected in lower retentions 
by these corporations and a reduced rate of capital expenditures. It 
should not be forgotten, however, that a handful of large, inter- 
nationally controlled corporations would account for most of the 

tax increase for the extractive industries. Because the special 
concessions to the mining and petroleum industries are so inefficient, 
for the most part subsidizing projects that would have been undertaken 
in their absence, the resulting reduction in capital expenditures 
would not be as great as the increase in tax revenue might suggest. 
Increasing the taxes on life insurance companies may change the forn- 
of personal saving but would be unlikely to have a significant effect 


on the amount of saving, 
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4, On the positive side, most Canadian corporations owned by residents 
would not experience significant increases in tax at the corporate 
level, while their low and middle income shareholders would experience 
substantial tax reductions with respect to Canadian corporate source 
income. The after-tax return from Canadian equities to these share- 
holders would in general increase because of the integration of 
corporation and personal taxes and despite the full taxation of share 


gains. 


D0 As a result of allowing Registered Retirement Income Plans full credit 
for the corporation tax, and of not taxing their realized share gains 
(the beneficiaries would be taxed in full on all income they received 
but there would be a valuable time postponement) the cash flow and after- 


tax return of such plans from common stocks would also increase, 


6. With higher after-tax returns from the common shares of Canadian 
corporations to most resident shareholders, these corporations would 
find that it would be in the interest of their shareholders to increase 
their rates of capital expansion. Projects that would have been 
rejected under the present tax system would be attractive under the 


proposed system. 


Te Canadian corporations could gradually reduce the proportion of 
their after-tax income distributed because the tax changes at the 
personal level would increase the cash flow to low and middle income 


shareholders. 


8. Higher share prices would encourage more new equity issues to finance 


the increased rate of capital expenditures by these companies. 


Bearing all of these offsetting effects in mind we believe that there 


would be no decline in the rate of business saving or investment. 


On the contrary, we are confident that with lower marginal rates of tax 

On wages and salaries to encourage labour and managerial effort, with little 
change in the rate of capital formation and with a much improved allocation 
of capital, the future output of the goods and services Canadians want 


would be increased. 


FEDERAL-PROVINCIAL TAX SHARING 


It is not the task of the Commission to recommend how tax revenues 
should be shared between the federal and provincial governments. This is 


a problem that can only be "solved" at the bargaining table. 


We have constantly borne in mind, however, that our recommendations 
would have great significance for the provinces. We have tried to design 
a system that is consistent with their needs, as well as the needs of the 
federal government, and sufficiently flexible to meet changes in the needs 


of both. 


We have not been deterred by the great debate about federal-provincial 
fiscal relations. We have recommended radical changes in the tax system of 
the federal government which on implementation would bring to bear very 
strong influences for change in the tax systems of the provinces. We 
advocate more joint decision making, particularly with respect to stabi- 
lization policy and tax structure policy. We recommend that the federal 
government adopt a policy that would stabilize provincial revenues and 
hence expenditures in periods of unemployment and inflation. To facilitate 
adoption of our major proposal for integration of the corporation and 
personal income taxes we suggest that the corporate field be used exclusively 
by the federal government. The loss of revenue to the provinces could be 
made up either by a sharing of the federal revenues from the corporation 
tax or by a transfer of more sales tax room by the federal government to. 
the provinces. We advocate a constitutional amendment that would allow 


the provinces to levy an indirect retail sales tax. We advise the federal 


4g 


government to resist providing the provinces with more personal income tax 
room, at least until a joint federal-provincial stabilization strategy has 
been developed. Also, we recommend that the federal government seek to 
persuade the provinces to abandon their succession duties to allow the federal 
government to collect on their behalf personal income taxes which would be 
imposed on a base common with that used by the federal government. Similarly, 
we hope that the federal government can persuade the provinces to collect 

on its behalf sales taxes which would be levied on a base common with that 


used by all the provinces. 
CONCIUSION 


Preparing this Report has been a large undertaking, and the result is 
a long and complex document. Despite its length there are many questions 
with which we have not dealt. Despite its complexity we have often had to 


over-simplify and to ignore problems that we would like to have discussed, 


We hope that our proposals emerge clearly and strongly; it is the. 
basic ideas from which the proposals have been derived and not the details 
that are important. We hope too that these ideas, as embodied in our 
recommendations, will commend themselves to our countrymen, for we believe 
that by their adoption Canada would achieve a tax system that was equitable, 


efficient, and consistent with the attainment of its economic objectives. 
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MINORITY REPORT OF COMMISSIONER A. EMILE BEAUVAIS 


I regret being unable to share the opinion of the majority of the 
Commissioners on certain fundamental principles and on certain major and 
minor recommendations as enunciated in the Report. I am therefore presenting 


a Minority Report expressing my dissenting views and my own recommendations. 


In Volume 1, under the title "Introduction" as well as in Chapters 7, 
8 and 9 of Volume 3, a summary of the recommendations is given. In so far 
as my Minority Report is concerned, I briefly mention my objections to 
certain of these recommendations and comment more extensively on them under 
the headings of the various chapters that deal with the particular recom- 


mendations. 


In order to present a ready reference to my objections, I have classi- 
fied my report according to the chapters in which the recommendations to 


which I object appear. 
VOLUME 3 
CHAPTER 7 
TAXATION BASED ON ABILITY TO PAY 


In the conclusions and recommendations, I do not agree with the 


following: 
THE COMPREHENSIVE TAX BASE 


"14, ...we recommend that the tax base should include the change in each 


tax unit's economic power each year". 


This is what the Report calls the comprehensive tax base because it 
includes, in principle, all additions to economic power without regard to 


source, intention or form, and whether consumed or saved. My objections 
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De 


to this comprenensive tax base as proposed are discussed in my remarks 


on Chavter ©. 
THR INCOME OF ORGANIZATIONS AS A TAX BASE 


"lo. Intermediaries such as corporations and trusts should not be regarded 


as entities with tax-paying capacity”. 


I do not share this opinion as expressed in the Report and will deal 


with this subject later in my comments on Chapter 19. 
CHAPTER & 
BASIC FEATURES OF THE COMPREHENSIVE ‘TAX BASE 
NET GAINS FORMULATION 


In the conclusions and recommendations, the definition of the com- 
prehensive tax base as expressed in Chapter / is reformulated, and it 
clearly stipulates that it includes gains from all sources including those 
considered at present as capital gains. I am opposed to this definition 


of the tax base and deal with this subject more fully later. 
PERSONAL EXPENDITURE 


It seems harsh to suggest that the net losses of operating a business 
should not be deducted from other income if there is no expectation of 
generating a net gain. Such an expectation might be very difficult to 


determine. 
VALUATION OF BENEFITS IN KIND 


It would seem that the Report recommends extra precautions to tax 
small benefits in kind at present received by employees, such as free play- 
grounds for children, free parking, etc., and I shall comment on this 


later. 


9) 


REALIZATION OF GAINS 


I am against recommending that a realization be deemed to take place 


when an individual dies. 


TREATMENT OF INTERMEDIARIES 


In so far as corporations are concerned, the recommendation that 
resident tax units ve given a full credit for the taxes collected from 


intermediaries is commented upon in my remarks on Chapter 19. 


CHAPTER 9 


THE PRESENT AND PROPOSED TAX SYSTEMS 


The conclusions and recommendations are nearly ail commented upon in 
the following chapters, so here I shall refer only oriefly to the reconm- 
mendations I am not in accord with and shall elaborate on my objections 


later when dealing with specific chapters. 


COMPREHENSIVE TAX BASE 


I do not share the Report's recommendation that the tax base should, 
as a practical matter, be measured by the net value of virtually all 


receipts, gains and benefits realized during the year. 


PROPERTY GAINS 


I am not opposed to the taxation of capital gains, but think that it 
should be limited to gains from the sale of certain assets specified on a 
list, primarily securities and real estate, which were held for a certain 
time; the tax should be based on the measures currently applied under the 
United.States Internal Revenue Code, so that an amount equivalent to 50 per 
cent of the gain should be taxable at progressive rates, with a maximum 


rate of 50 per cent. 
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GIFTS AND INHERITANCES 


Inheritances should be considered as gifts and taxed as capital gains 


in accordance with the method described above. 
EXCLUSIONS FROM INCOME 


I would exclude from the tax base all gains that are at present non- 
taxable, with the exception of those gains that would be subject to a 
capital gains tax on the basis mentioned above. Specifically, I would not 


include mortality gains from the proceeds of insurance policies. 
BUSINESS LOSSES 


I cannot adopt the recommendation in connection with the disallowance 
of a business loss as a deduction from other income after a certain number 


of years. 
CLASSES OF TAXPAYERS 


I am opposed to the recommendation that a full credit for the corpo- 


ration tax should be given to resident shareholders. 
CHAPTER 10 
THE TAX UNIT 


It is recommended that upon the termination of a family unit tax should 
be payable on the unrealized property gains of the family. I am opposed to 
any tax on unrealized gains. The tax should be paid only if and when the 
gain is realized. It might not be possible to obtain cash for the deemed 
gains if, for instance, the property transferred was a non-liquid asset. 

If a child leaving a family unit had to pay tax on the value of a gift 
received while he was part of the family unit, and if there was an un- ~- 
realized gain in the value of such a gift on which the family unit would 


have to pay tax at the same time, this would be double taxation on the gain. 


ao 


It is recommended that all income of dependent children be aggregated 
with family income and that an exemption of $500 of earned income be allowed 
for each dependant. At present, a dependant can earn up to $950 before being 
disallowed as a dependant, in which case he files a personal income tax 


return and pays tax at the applicable rate. 


If the Report's recommendation is adopted, it would mean that the earned 
income of each dependant over $500 would be added to the family income and 
taxed at the family's top marginal rate. I am of the opinion that the present 
$950 exemption should be maintained. If a child earned more, then the 
parents should not be entitled to the tax credit for dependants, the earned 
income of the dependant should not be added to the family income and he 


would pay his own income tax. 


It is recommended that when a child in the family unit received a gift 
or a bequest from outside his family unit he should be permitted to deposit 
it in his name in an interest-bearing Income Adjustment Account in the year 
in which it was received. But when gifts or bequests are made in kind to 
the donee, the parent might have to borrow either to deposit the monetary 
value of the gift in the Account or to pay the tax thereon, should the 
deposit not be made. I suggest as an alternative that in such a case the 


donor himself should be allowed to pay the tax involved. 


In the case of a bequest, I would suggest that the estate of the deceased 
should have the same right and that the bequest should be taxed as a capital 


gain at a preferential rate. 


CHAPTER 12 
CONCESSIONARY ALLOWANCES 


According to the Report, when a gift was made of an item of property 
that had appreciated in value, a capital gain would be deemed to be realized 
and would be taxable. This might prevent many taxpayers from making gifts 


to universities, museums, etc. of valuable property that was not readily 
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salable, for example, an art collection. In such cases, I would not 


support this recommendation. 


The Report recommends that when a close relative is rrorided with 
roon and board in the home of a taxpayer throughout the year, it should 
be deemed that the taxpayer had made a gift of $1,000 less any amount 
contributed by the relative toward the cost of room and board. A recip- 


ient of these gifts would be required to bring them into income. 


I am opposed to this recommendation as it is anti-social. 


GIFTS TO CLOSE RELATIVES 


It is recommended that a tax credit of $100 should be provided to a 
tax unit making gifts of $1,000 or more in a year to a close relative out- 
side the tax unit. I am of the opinion that this tax credit is not enough 


and I comment further on this subject in my remarks on Chapter 17. 
THE AGED 


The Report recommends that the following section be repealed. Section 
26(1)(e)—"For the purpose of computing the taxable income of an individual 
in a taxation year, there may be deducted from his income for the year 
$500 in the case of a taxpayer who has attained the age of 70 years before 


the end of the year". 


I now refer to Volume 6, Chapter 36—"Incidence of the Proposed 
System", and I quote: "Integration of the corporation and personal izioene 
taxes and elimination of taxes on intra-family gifts and bequests would 
result in further tax decreases for most taxpayers. The effect of the 


proposed changes in concessionary allowances would generally be minor." 


"As Table 36-5 indicates, these generalizations do not apply in all 
cases. A significant exception is presented for low income pensioners with 


some investment income—the last of the seven examples. Fewer than 2,000 


aT 


taxpayers fall into this group. The average taxes of these taxpayers would 
be significantly increased, primarily because of the effect of bringing more 
investment income into the tax base and of eliminating the $500 special deduc- 
tion for taxpayers over seventy. In order to treat equally all taxpayers who 
had equal incomes and responsibilities, it would be necessary to raise taxes 
for some individuals. If some of these effects were considered undesirable 
we believe they should be countered directly through transfer payments 


rather than by altering the tax system". 


I refer to Table B-9 of Appendix B to Volume 6, "Calculation of Taxes 
for the Average Taxpayer in Example Group 7", being pensioners with assess- 
able income of $1,500 to $1,749 (as defined under 1964 Tax Lew). Total 
direct taxes for this group of taxpayers are presently $140 and would be 


$250 under the Report's proposals, an increase of 78 per cent. 


- For this reason, I cannot support the recommendation that section 
26(1)(e) be repealed until an equivalent transfer payment be provided for 


its replacement. 
CHAPTER 13 
INCOME AVERAGING 


14. The Report recommends that a system of Income Adjustment Accounts be 
established that would make it possible for taxpayers who expected reduc- 
tions in future income to reduce their current income by making non- 
negotiable, non-interest-bearing deposits with the government. The Report 
states that because the deposits would bear no interest, taxpayers would 
pay a price for tax postponement. I cannot support this recommendation 

in so far as it would deny the payment of any interest, and I would suggest 
that a modest rate of interest, say, 2 per cent be paid, since part of it 


would be retumned anyway to the federal treasury. 
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CHAPTER 14 
EMPLOYMENT INCOME 


It is recommended in the Report that the value of meals regularly 
provided free or at low cost, free or low rent housing, and the direct 
cost of schooling for children of employees be included in the employees' 
income. I am against this recommendation. It is imperative that in certain 
regions industries give these benefits in order to obtain the employees they 


need. 


It is also recommended that the actual expenses of an employee for 
meals and lodging while away from home on a bona fide business trip and 
paid by an employer should not exceed about $25 a day at current prices, 
and that two conferences a year, with a maximum registration fee of $35 
to $50 a conference, probably would be sensible limits. However, the 
Report says that the limits might vary with the salary of the employee 
and perhaps should take into consideration the size of the city or town 
visited by the employee. It also says that these limits are stated only 
to give an indication of the thinking of the majority of the Commissioners 
and suggests that the detailed limits should be determined after a care- 
ful review of living costs and in consultation with the informal advisory 


committee of non-governmental experts that it recommends in Chapter 32. 


The Report also recommends that the upper limit of cost of entertain- 
ment should be $5 to $10 per person entertained a day, but here again, con- 
sultation with the informal advisory committee is suggested. I am opposed 
to the statement in the Report as to what amounts would be reasonable for 
entertainment expenses, for meals and lodging for an employee while 
travelling on a business trip. The amounts stipulated should depend on 
the circumstances, such as the position of the employee , the importance of 


the trip, the city or town visited, etc. 
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It would be quite a hardship for an executive employee to be obliged 


to spend in travelling and entertainment expenses an amount in excess of 


the limits mentioned and to be taxed personally on the difference. Fees 


paid by employers for educational courses taken by employees, scholarships, 


fellowships, bursaries and awards provided by employers for their employees 


should not be included in employment income. 


GROSS GAINS 


glee 
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The Report says in the conclusions and recommendations: 


The Act should include a general charging provision that would bring 
all receipts, gains and benefits into the tax base of the individual 
or family. This would bring into tax all forms of employment income, 
including wages, salaries, bonuses and gratuities. For greater cer- 
tainty, the Regulations should also specify certain expenditures, or 
revenues forgone by employers, that would be deemed to provide a 


benefit to employees (or others)". 


The value of these deemed benefits should be reported by the employer 
to the employees (or others), and included in their incomes, or the 


employer should be required to pay a special tax on them". 


The special tax on the employer would apply when the employer was 
unable or unwilling to allocate benefits to individuals. The tax 
would be imposed at the top personal rate on the before-tax income 
that an individual paying tax at that rate would have to receive in 
order to buy the benefit in the market with after-tax income. The 
special tax would itself be deductible in computing the employer's 
income. There would therefore be no tax saving, and possibly an 
increase in the tax cost, if the employer provided non-cash benefits 


that were not taxed to the employee (or others)". 
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I feel that if an employer incurs a business expense to provide benefits 
for his employees but is unable to allocate benefits to them, the employer 
should not be penalized and should not pay a special tax on the amount of 


such benefits. 
INSURANCE PREMIUMS 


I am against taxing the mortality gain on the proceeds of group life 
insurance and therefore I am of the opinion that premiums on group life 
insurance policies should not be deductible by the employees if paid by 


them. 
CHAPTER 15 
PROPERTY INCOME 


This chapter contains some of the main recommendations of the Report 


and my objections to them can be summarized as follows: 


le I am opposed to the comprehensive tax base and to full integration 


as expressed in the’ Report. 


2s I do not subscribe to the recommendation expressed in the Report that 
the comprehensive tax base as defined should include the value of 
all additions to the taxpayer's economic power, including so-called 


capital gains. 


3. I am not opposed to a capital gains tax, but think that it should be | 
limited to gains from the sale of certain assets specified in a list, 
primarily securities and real estate which were held for a certain time; 
the tax should be based on the measures currently applied under the 
United States Internal Revenue Code, so that an amount equivalent to 
50 per cent of the gain should be taxable at progressive rates but ~- 


with a maximum rate of 50 per cent. 
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In most countries in the western world capital gains are taxed at 
special rates; such gains arise mainly from sales of securities and real 
estate. If my information is correct, Canada would be the only country in 
the western world to tax so-called capital gains at full progressive rates 
and, what is more serious, to tax these gains on a deemed realization basis 


at death. 


In connection with taxing capital gains, I wish to refer to the 
Canadian Tax Journal (Volume XIII, No. 5, September-October 1965). With 
the permission of the Canadian Tax Foundation, I am reproducing as an appen- 
dix an article published in the Journal regarding capital gains tax. It 


appears to support my point of view, at least to some extent. 


According to the Report, for a tax to be imposed equitably, a wage 


earner who pays for his car by working overtime and a fellow worker who 
uses his net gains from the stock market to acquire a car should get an 
equal tax treatment. I cannot share this philosophy. The wage earner 
does not take any risk, whereas his fellow worker, who uses his net gains 
from the stock market to acquire a car, takes the risk of losing his 


savings. 


The Report states that the Commissioners have rejected the line of 
reasoning that the tax rates applicable to capital gains should vary 
according to the length of time the property was held, and says: "In this 
sense, the United States has perpetuated the distinction between ‘carrying 
on business' and ‘'investing' which we find so unpalatable in the present 
Canadian position". I do not agree with the above-mentioned assertions 
and, in so far as the United States concept of distinguishing between 


‘carrying on business' and 'investing' is concerned, I agree with it. 


The Report recommends taxing at full progressive rates the gains 
deemed to be realized at death. It states: "The comprehensive tax base 


that we recommend includes all a taxpayer's increments in wealth, whether 
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realized or not". This view might be right in theory but I feel that a tax- 
payer or his estate should pay the tax only when a gain is realized and not 
on a deemed realization basis. I would make an exception in the case of a 


taxpayer who was leaving the country. 
DISPOSITION ON DEATH 


A comparison is made between the lifetime tax burden of two taxpayers, 
with identically lifetime economic incomes, on the assumption that one tax- 
payer died the day after liquidating all his assets, while the second tax- 
payer died before any such liquidation. The Report concludes that the tax 
capacity of the two taxpayers would be identical, but that their tax 
liability could be drastically different and would be equalized only if 
there was a deemed disposition for tax purposes on the death of the second 
taxpayer. JI cannot share this view. Both taxpayers had the opportunity 
of selling their assets and realizing their gains or losses. I do not see 
the necessity of taxing deemed realizations on death because the first tax- 
payer took the choice of selling his assets at a certain date. I do not 
see anything wrong in requiring the federal government to wait until a gain 


is realized, whether it be before or after the death of a taxpayer. 


Moreover, at the death of a taxpayer, his estate would have to pay 
tax on gains deemed to have been realized and the beneficiaries on the 
value of their bequest at full progressive rates. This is double taxation 


in so far as gains are concerned. 


The Report mentions: "Although problems of liquidity could arise 
under our approach because the shareholder might not have the cash avail- 
able with which to pay the tax, we do not believe that this problem would 
be sufficiently serious to warrant introducing complex measures that could 
lead to uncertainty and to tax avoidance". I am sorry to disagree with 
this assertion: To me 4t is very important that ‘the shareholder should 


have the cash available to pay whatever tax might be due as a result of 
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a transaction. The averaging provisions proposed might decrease his tax 


liability somewhat but would not provide him with the cash required. 


The Report suggests that annual tax returns should include appropriate 
information as to all securities and property owned. Particulars of all 
property gains and all deductible property losses would also be required. 
It imposes an additional burden on taxpayers, and I wonder whether it is 
fair to require such a statement, which neither the United States nor the 


United Kingdom has found to be necessary. 
CHAPTER 16 
DEFERRED INCOME 
LIFE INSURANCE 


The Report recommends that the tax deferment which results from the 
transfer of a portion of property income to policy reserves should be 
compensated for by the imposition of a postponement fee. I am not in 
favour of such a tax. I would prefer to retain the same tax-free transfers 


to policy reserves. 


It is also recommended that policy dividends should be included in 
full in the income of the policyholder. I would not object to this taxation 
of policy dividends on all policies issued after the effective date. But 
in the case of policies issued before the effective date, and especially 
old policies, the taxpayer might not have the cash to pay the tax on the 
dividend. It would be equivalent to a kind of retroactive legislation. 
Therefore, I suggest that this new tax should apply only to dividends received 


or deducted from the premiums on policies issued after the effective date. 


The Report recommends that mortality gains and losses should eventually 
be included in the computation of the income of policyholders. However, it 
does not recommend immediate inclusion of mortality gains and losses from 


life insurance (other than from group life insurance) unless their inclusion 
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would be essential to an administratively feasible system of taxing the 


other income elements of life insurance. 


I am opposed to bringing mortality gains into the tax base. Moreover, 
I am against bringing the proceeds of life insurance policies into the tax 


base upon death. 
REGISTERED RETIREMENT INCOME PLANS 


The Report recommends that contributions by both employer and employee 
should be deductible from income only as long as retirement benefits to the 
taxpayer from plans other than the Canada Pension Plan (or an alternative 
provincial pension plan with equivalent provisions ) do not exceed the 
equivalent of a single life annuity of $12,000 a year payable at age sixty- 


five with a ten-year guarantee. 


The present departmental practice allows pve of $40,000. I am of 
the opinion that the amount of $12,000 is not enough. It is imperative in 
the hiring of executives of high quality to offer retirement savings plans 
of more than $12,000 a year. According to the recommendations contained 
in the Report, the employee would be taxable on part of the amount charged 
against the company's income covering the premium paid if the allowable 
benefit was more than $12,000 per annum. I am of the opinion that a limit 


of from $25,000 to $30,000 should be recommended. 


CHAPTER 17 


GIFTS, INCLUDING INHERITANCES 


The Report recommends that all gifts, that is all receipts of wealth, 
whether inter vivos gifts or inheritances or others, should be included in 
the comprehensive tax base of the recipient and taxed at full progressive 


rates. 


I shall first deal with inter vivos gifts. Under the present legis- 


lation, liberal exemptions are allowed, but the Report recommends very 
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drastic reductions nearly equivalent to their elimination. I am in favour 
of subjecting the inter vivos gifts to full progressive rates of tax, pro- 
vided that: 


1. The donor be allowed to give or pay the amount of tax on behalf of the 
donee without having to pay a further tax on the amount of the tax so 


paid. 


2. An annual exemption of $1,000 be allowed for gifts to each individual 
being a parent, a grandparent, a brother, a sister, a son, a daughter, 
@ grandson or a granddaughter. In any other case, I recommend an 


annual exemption of $500. 


The Report recommends an annual exemption of $250 for each individual 
who filed a separate return, $250 for each spouse in a family unit and $100 
for each dependant who was a member of a family unit. I am of the opinion 
that these exemptions are not high enough, and I suggest that my above 


recommendations be adopted. 


Wedding gifts up to an amount of $10,000 should be excluded from the 


tax base. This would be over and above any other exemptions. 


I cannot support the statement that anything which adds to a person's 
economic power should be included in his tax base. The Report adds: "This 
means that the concept of 'property' should be all-inclusive. Definitions 
similar to those now in the Income Tax Act and the Estate Tax Act would 
appear to be satisfactory". "Property" is defined in the latter Act to 
include property of every description whatever, whether real or personal, 


movable or immovable, etc. 


To tax everything on which a gain is made is quite a sweeping recom- 


mendation. As declared previously, I am against such a recommendation. 


PROPERTY PASSING ON DEATH 


I recognize that the proposals for the tax-free transfers of wealth 
between husband and wife on the death of one spouse are a step in the right 
direction, but I cannot agree that most of the other exemptions and deduc- 
tions are either not justified or too generous. One must remember that the 
assets so transferred and not spent would be re-transferred some day and 


taxed to the recipient at the full progressive rates. 


The Report recommends that inheritances be included in the comprehensive 
tax base of the recipient and taxed at progressive rates. In short, apart 
from gifts between members of a family unit, inheritances would be taxed 
in full. Substantial exemptions at death wuld be eliminated. Furthermore, 
the rate of tax on inheritances would be sharply increased as the following 


illustration shows. 


Let us assume that a taxpayer's earnings for the last five years were 
$10,000 a year. The donor is a widower and the donee is married with no 
children. The bequest is $100,000. Let us compare his tax under the 


present and proposed systems assuming that: 


1. The donee has used up his proposed lifetime exemption. 


2. The total estate consists of $100,000 in computing the present tax. 


3. No use is made of the proposed Income Adjustment Accounts that make 


it possible, in effect, to average over 10 years. 


4, The Registered Retirement Income Plan limit has already been 


reached by the donee. 
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Present System 


Salary $10,000 
Less: Exemptions and 
standard deduction 2, L00 


Taxable Income § 1,900 


Income Tax 1,644 x 5 years $ 8,220 
Death Duties on $60,000 10 , 200 
$18 , 420 
Proposed System 
Salary $10,000 
Less : Employment income 
allowance 300 
Medical and chari- 
table deductions 100 
$ 9,600 
Add: 1/5 of bequest 
(bequest less $500 
annual exemption in 
the year the bequest 
is received) 7 
Taxable Income 00 
Income Tax 7,102 x 5 years $35,510 
Difference __ $17,090 


Thus, this taxpayer would pay 95 per cent more tax than he pays under 
the present system. If the bequest was in a non=-liquid form, the treatment 
would certainly be very harsh. It would, of course, be an improvement 
should the taxpayer be allowed a substantial period over which to make the 
payment and it is recommended in the Report that the taxpayers be granted 


this privilege on application. 


I recommend, however, that bequests be granted a treatment similar to 
that of capital gains and taxed at the preferential rate suggested in my 


report. 


Moreover, the adoption of the Report's recommendations would necessitate 
the abolition of the present succession duties in the provinces of Quebec, 


Ontario and British Columbia. 
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The Report proposes that when, under the provisions of a will, a 
bequest is made on the basis that any tax is to be paid by the estate and 
not by the beneficiary, the amount of the tax paid by the estate should be 
considered as another bequest or gift. This leads to a series of gifts of 
tax on tax. The Report says that the sum of this series can be readily 
calculated by the use of a mathematical formula. However, this leads to 
complications when the result puts the beneficiary in a higher bracket, 
but the correct answer can be obtained by the application of an adjusted 


formula. 


I would suggest that tax paid by an estate should not be subject to a 


further tax thereon. 
REPORTING 


The Report states it would be necessary to provide that donors or 
their personal representatives report any gifts made to any individual 
other than a member of the donor's family unit which were over $1.00 in 
any taxation year. This amount appears to me to be too low. If a father 
gave his non-dependent son a Christmas present of $150 he would have to 
report it. I would suggest that only gifts over $1,000, should be re- 


ported as is now the case. 
ANNUITIES AND LIFE INTERESTS 


This important matter is mentioned on page 610, Appendix F to Volume 3, 


subparagraph 2 of the Report. 


It says that: "Annuitants and the beneficiaries of life interests, 
including widows who were beneficiaries of pensions under a provision for 
a joint life pension with continued payments to the survivor, would pay 
tax on the full amount of payments received as and when received, pele 
that our recommendations with respect to tax-free (rederers within the 


family unit were not accepted. If the annuitant or life tenant died 
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prematurely, there would be no liability for tax in respect of payments 
which were not ultimately received, as may be the case under the present 
Estate Tax Act, which contains only limited provisions for adjusting the 


tax in case of premature death of an annuitant”. 


I wish to add that if the Report's recommendations with respect to tax- 
free transfers within the family unit were not accepted, then in such a case 
the tax liability on the pension payable to a widow survivor should be cal- 
culated on the basis of the present value of her life expectancy divided by 
the number of years of such expectancy. She would be taxed only on the 


pension received during her site tine as above mentioned. 
VOLUME 4 
CHAPTER 19 
CORPORATIONS 


The majority of the Commissioners recommended that because the corpo- 
ration tax is paid by the corporation on behalf of the shareholders, the 
latter, if Canadian residents, should receive credit for the full amount 
of the corporation tax on after-tax corporate income paid or allocated to 
them against their personal income tax liabilities, with a refund of the 
corporation tax if the credit exceeds the liability. I am not in accord 
with this recommendation. In fact, I am opposed to full integration as 


recommended in the Report. 


I acknowledge the fact that it would greatly simplify the taxation 
system if such a recommendation were adopted, but I cannot reconcile myself 
to the idea of wealthy people receiving such a windfall in cases where no 
special transition tax was paid or in cases where such a tax would be paid 
when the transitional period has ended. The loss in government revenue 
from taxes on dividends would have to be compensated for by increasing 


other taxes which might fall to a certain extent on middle income taxpayers. 
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Certain passages in the Report support my contention, for example: 
"However, to arrive at the net effect on the economy it is necessary to 
consider both the positive effects of the tax reduction and the negative 
effects of the tax increases that must be made elsewhere if revenues were 
to be maintained", and further: "Even with the taxation of capital gains 
at full rates, implementation of our integration proposal would probably 


give rise to gains to some shareholders”. 


I would like to make two comments on the advantages mentioned in the 
Report which would presume to support the adoption of the full integration 


system: 


1. “The advantages of, and facility for, tax avoidance by means of 
'surplus-stripping' that are inherent in the present tax structure 


would be removed". 


The proposed system would favour "surplus-stripping" par excellence 
because all the surplus earned would be distributable tax free, sub- 


ject, of course, to the implementation of a transition tax, if any. 


2. "Tax avoidance through the creation of associated companies to take 


advantage of the dual rate would be eliminated”. 


I feel that this would be to the detriment of many small businesses or 
to their shareholders, as some would not be able to elect to be taxed 
as partnerships and might possess very few fixed assets on which they 
could take accelerated capital cost allowances as recommended else- 
where in the Report. It must be remembered that over 60 per cent of 


Canadian corporations are earning less than $35,000 per annum. 


Commenting on closely held corporations, the Report says: "The 
realization of share gains on death would create a tax liability for the 
difference between the cost basis of the shares and anaes market value, 
including the goodwill element. However, if closely held companies and 


their shareholders took advantage of our various proposals by making 
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regular allocations of earnings and thereby obtained credit for corporation 
tax and an upward revision in the cost basis of the shares, the impact of 


the disposition on death should be reduced". 


It seems evident that if, after the effective date, the value of the 
shares increased as a result of an increase in the value of goodwill, higher 
earnings and inflation, the problem of deemed realization on death would 
remain serious. To the tax payable by the estate of the deceased shareholder 
would be added a tax on bequests payable by the recipients at full pro- 
gressive rates. I wish to repeat my opposition to the recommendation of 
taxing gains deemed to be realized on death. As for taxing bequests, my 
comments are given under "Gifts, Including Inheritances - Property Passing 


on Death, Chapter 17". 


Recommendation 3h says: "The revenue from the full taxation of share 
gains and from the elimination of most of the special corporation tax con- 
cessions would grow very slowly, while the revenue loss from integration 
would be immediate. If the economic conditions at the time the legislation 
was to be amended made it necessary to maintain the level of government 
revenues, two acceptable alternatives would be available to accomplish 
such an objective. The general level of tax on all income of resident 
individuals could be increased temporarily, or a special tax applicable 
only to corporate source income could be imposed for a transitional period. 
We favour the first approach, but in the event that the second alternative 
was chosen, we have outlined in Appendix J to Volume 4 the form that such 


a tax could take”. 


If the first approach were adopted, it would mean that all low income, 
middle income and high income taxpayers would have to foot the bill in 


order to pay for the windfall that would accrue to high income shareholders. 


If the second approach were adopted, the suggested special transition 


tax would be imposed on shareholders to raise the necessary revenue in the 
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transitional period to offset in part the initial revenue cost of inte- 
gration. I am of the opinion that this tax would be discriminatory, as 

it would be levied on shareholders of corporations having large surpluses, 
whereas no tax would be paid by shareholders of new corporations or corpo- 
rations having no accumulated surpluses. Shareholders of the former corpo- 
rations would be induced to sell their shares and acquire shares of the 
latter kind of corporation in order to avoid the payment of the special 


transition tax. 


I feel that what should be considered to prevent such a windfall to 
wealthy shareholders and to maintain the government's revenues is not to 
adopt the principle of full integration but instead to adopt the modified 


proposals of the Committee of Four hereinafter described. 


Chapter 19, of the Report contains an evaluation of the proposals 
for the taxation of corporations presented by the Committee of Four. 
Recommendation 13 of this chapter states that the Committee-of-Four 
proposal, as modified in the briefs submitted to the Commission by the 
Canadian Institute of Chartered Accountants and the Canadian Bar Associa- 


tion, was carefully considered and rejected. 


On October 1, 1960, a Special Committee on Corporate Taxation was 
appointed pursuant to Order in Council P.C. 1960-1356, to advise on 
certain problems connected with corporate taxation which were set forth 
in detail in the terms of reference mentioned in the report of the 
members of the said Special Committee, dated March 21, 1961. The report 
is available to the public and is summarized below so that I feel that 


it is unnecessary to reproduce it as an appendix to my report. 


In December 1963, the Canadian Institute of Chartered Accountants 
presented a brief to this Commission referring to the report of the 


Special Committee in the following terms (p. 31): 
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"Subsequent to our Committee's formulation, of the above solution, 
the report of a Special Committee appointed in 1960 by the Minister 
of Finance to study corporate taxation, was released. The findings 
of that Special Committee and the results of our studies are quite 
Similar. Although the Special Committee's proposal would appear to 
leave certain loopholes unattended it is generally in accord with 
the foregoing approach to solving the problem..." 


In January 1964, the Canadian Bar Association presented a brief to this 
Commission which referred to the report of the Special Committee in the fol- 


lowing terms (page 58): 


"This Association has considered the Report of the Special Committee 
appointed by the Minister of Finance in 1960 to examine this pro- 
blem. We agree with the Committee that an entirely new approach 
should be adopted in the taxation of corporate surpluses based on 
the acceptance of the principle of a flat withholding tax on all 
dividends. While the imposition of tax on dividends at a flat 
rate may appear inconsistent with the taxation of personal incomes 
at graduated rates, it may encourage investment in Canadian 
equities and it prevents discrimination against residents of 
Canada in favour of non-residents who are taxed on Canadian divi- 
dends at flat rates. Furthermore, the taxation of corporate 
distributions at a flat rate seems to be the only practical method 
of which we are aware by which the present problems of tax avoid- 
ance can be eliminated under the present system of taxing corpo- 
rate and personal incomes. 


This Association substantially adopts the recommendations of the 
Special Committee subject, however, to certain modifications 
which are indicated below. 


The Association therefore RECOMMENDS: 


L. That the present method of taxing dividends from 
Canadian resident taxable corporations be com- 
pletely abolished and be replaced by a flat with- 
holding tax of 15% on all dividends paid, or 
deemed to have been paid, except dividends paid to 
a parent Gompany by a subsidiary out of the 
latter's earnings while it was a subsidiary. 


2 That inter-corporate dividends, other than those 
by & parent to a subsidiary, as indicated in l. 
above, be subject to the said 15% withholding tax 
but redistribution of amounts equal to the net 
dividends received by the recipient corporation 
be not subject to any further tax. 


or That except as indicated in 1. and 2. above, the 15% 
withholding tax apply to all recipients of divi- 
dends from Canadian taxable corporations, including 
so-called deemed dividends, and that no exception 
or refund be made for individuals who now pay no 
tax as a result of the operation of the 20% divi- 
dend tax credit; and further that there be no addi- 
tional tax by way of surtax or otherwise over and 
above the 15% withholding tax. 


Th 


(This recommendation differs from the Special Committee suggestion 

concerning refund or tax credit, in respect of the 15% share- 

holders' tax,.to Canadian resident individuals with incomes not 

exceeding $10,000 or enjoying the 20% tax credit.) 

4, That s. 67 and s. 68 of the Income Tax Act re- 
lating to personal corporations be repealed". 

As can be seen, very serious study of this problem has been made, not 

in the depth as that made by the staff of this Commission. However, it 


appears that the conclusions reached by the above two bodies are quite 


similar to those of the Committee of Four. 


Therefore, my suggestion is that the recommendations of the report of 
the Committee of Four as modified by the suggestions in the briefs sub- 
mitted by the Canadian Institute of Chartered Accountants and the Canadian 
Bar Association be seriously considered as an alternative to the recom- 
mendations in the Report in connection with the taxation of corporation 


profits and surplus distributions. 
These recommendations are summarized as follows: 


1. The basic recommendation is to impose, in lieu of the present method 
of taxation of dividends, a flat Shareholders Tax of 15% to be with- 
held by the corporation on any distribution or deemed distribution of 
accumulated corporate shietihae to all shareholders by Canadian taxable 


corporations (hereinafter called "Canadian dividends"). 


All dividends received from a taxable Canadian corporation by another 
taxable Canadian corporation would be considered exempt income as at 
present but would nevertheless be subject to the 15% withholding tax. 


These dividends would become a tax-paid undistributed income of the 


receiving company. 


Dividends paid by a corporation having such tax-paid undistributed 
income on hand would be deemed to be paid out of such undistributed 


income and to this extent would not be subject to further withholding. 


if, 


In order to recognize the present favourable tax treatment accorded to 
Canadian resident individual shareholders with taxable incomes up to 
$10,000, a refund of the 15% Shareholders Tax would be granted to such 


individuals. 


On shareholders’ loans deemed to be a dividend, the corporation would 
be liable for a 15% withholding tax. (In effect, 15/85 of the deemed 
dividend). The tax paid by a corporation in these circumstances would 
become additional debt of the shareholder. On subsequent repayment of 


the loan, the 15% tax paid would be refundable. 


With respect to a benefit conferred on a shareholder or an appropria- 
tion of property for the benefit of a shareholder, that is deemed 4 
dividend (e.g., under section 81), the company would be liable for the 


15% withholding tax (in effect, 15/85 of the deemed dividend). 


Shareholders exempt from income tax by reason of the application of 
section 62 would be entitled to claim a refund of the 15% tax with- 
held from dividend income provided that the said shareholder (either 
alone or together with other shareholders with whom he does not deal 
at arm's length) does not own more than 10% of the equity stock of 


the dividend-paying corporation for which the claim is being made. 


Mergers and amalgamations, however accomplished, would be subject to 
the payment of the 15% withholding tax on the grossed-up value (amount 
of distribution plus tax) of any undistributed income effectively 
distributed or converted into redeemable securities or debt through 


the merger or amalgamation. 


The Designated Surplus provisions in section 28 and the special taxes 
in sections 47(4), 105, 105A, 105B and 105C, would be repealed and 
section 81, dealing with distributions by way of "deemed dividends" 
would be amended to include the provisions of present section 8 and 


to cover devices for "disappearance" of surpluses that may remain. 
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8. Transitional provisions will be necessary to preserve for a reasonable 
time all present rights respecting the distribution of existing sur- 


pluses tax free to corporate shareholders. 
9. The provisions respecting personal corporations would be repealed. 


The Committee of Four proposed a 15 per cent tax on dividends while 
the Report suggests that no tax be paid thereon. Therefore, how can one 
conclude that the Committee's suggestion substitutes a flat-rate tax for 
@ progressive tax borne by the individual shareholder? Because the share- 
holder, while calculating the tax on income from corporate distributions 
or allocations at progressive rates, would receive full credit for the tax 
paid by the corporation at a flat rate. At least if the Committee's 
recommendation was adopted, the government would collect an appreci- 
able amount of revenue that would not have to be collected from other 


sources. 


There is no doubt that the benefit which would Ce aan to wealthy 
shareholders would be offset to a certain extent by the proposed tax on 
capital gains, and by the proposed tax on gains deemed to be realized at 
death if any, but at first glance, it looks nevertheless like a windfall 


for wealthy shareholders. 


Appendix N to Volume 4 shows a comparison of taxes on comprehensive 
base income from shares for tax units with different characteristics under 
the Report's proposals and the proposals of the Committee of Four with 
taxation Of gains on shares at half rates. Table N-1 shows a comparison 
of total (corporation and personal) taxes under the Report's proposals 
and the modified proposals of the Committee of Four for a family with two 
children with a comprehensive tax base income of $10,000 derived exclusively 
from corporate shares in a typical public company. . Table N-2 provides a 


similar comparison for a family with two children with a comprehensive 


ET, 


tax base income of $100,000 derived exclusively from corporate shares in 


a typical private company. 


First, of all, under the proposals in the Report the corporation tax 
paid would benefit resident shareholders as it could be applied against the 
tax liabilities of the resident tax unit—this is the comprehensive tax 


base which is recommended and to which I object. 


Goodwill gains are defined as another increment in share value attri- 
butable to improved prospects for earnings. In the examples given, the 
tax liabilities are computed as though such gains were realized annually. 
Moreover, it has been assumed that goodwill gains are equal to cash dividends. 
For private companies it is assumed that their goodwill gains are only one 


half of those of public companies. 


All of the comparisons given are based upon the assumption that the 


full corporation tax is borne by the shareholders. 


In appraising the comparisons given in Tables N-1 and N-2, it should be 
noted that the examples show a complete distribution of after-tax earnings 
under the Report's proposals while a limited distribution is shown under the 
Committee-of-Four proposals. However, note (e) to these tables gives the 
‘results where 100 per cent of earnings is distributed in the case of the 


Committee-of-Four proposals. 


In order to provide additional comparisons of the consequences of taxing 
corporations in various ways, I have prepared a set of tables hereto annexed 
and which show, among other things, the shareholder's receipts and the 
government's receipts under a variety of circumstances, calculation of 
taxes (personal and corporation) under the present system, under the 
Report's proposals and under the modified proposals of the Committee of 


Four are shown for a family with two children. 
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Tables A and B - with an income derived exclusively from shares in 


a company, including realized goodwill or capital gains of $2,019.15. 


Tables C and D - with an income of $100,000 derived exclusively from 
shares in a company, including realized goodwill or capital gains of 


$13,978.49. 


Tables E and F - with an income of $86,021.51 ($100,000 less capital 
gains of $13,978.49) derived exclusively from dividends and the allocated 


balance of earnings from a company. 


Tables G and H - with an income of $200,000 derived exclusively from 
shares in a company, including realized goodwill or capital gains of 
$40, 384. 


Tables I and J - with an income of $159,616 ($200,000 less capital 
gains of $40,384) derived exclusively from dividends and the allocated 


balance of earnings from a company. 
At the $10,000 level 


The shareholder would benefit by a modest $468 under the Report's 
proposals while he would lose $2,194 wider the Committee-of-Four 
proposals as a result of the corporate rate of tax of 21 per cent 
being eliminated and instead calculated at 50 per cent. mmoeOeore? 
this increase would not be due to the Committee-of-Four proposals. 
Should the dual rate of corporation tax be unchanged, there would 


be no decrease in the shareholder's receipts. 


The government's receipts would decrease by $348 under the Report's 
proposals, but would increase by $2,315 under the Committee-of-Four 
proposals due to the elimination of the dual rate of corporation 


tax. 
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At the $100,000 level 


1. Assuming realized goodwill or capital gains of $13,978.49. 


The shareholder would benefit by an increase of $5,588 under the 
Report's proposals, being an increase of 10 per whit in his net 
receipts although his income from realized capital gains would be 
taxed. On the other hand, under the Committee-of-Four proposals, 
his net receipts would decrease by $6,014 reflecting the tax he 
would have to pay on his capital gains and the decrease in dividends 
and allocated earnings resulting from the special tax of 15 per 


cent on dividend distributions. 


But the government's receipts would increase by $6,014 due to the 
elimination of the dual rate of corporation tax and not to the 


Committee-of-Four proposals. 
2. Assuming no realized goodwill or capital gains. 


The windfall would be more apparent. The shareholder would have 

an increase of $12,438 in his receipts under the Report's proposals 
or 29 per cent, while under the Committee-of-Four proposals this 
increase would only be $5,310 or 12 per cent. The government's 
receipts would decrease by $12,438 or 28 per cent under the Report's 
proposals and increase by $5,310 or 12 per cent under the Committee- 
of-Four proposals entirely due to the elimination of the dual rate 


of corporation tax and not due to the Committee-of-Four proposals. 
At the $200,000 level 
1. Assuming realized goodwill or capital gains of $40,584. 


The shareholder's receipts would increase by $6 ,628 under the 
Report's proposals being an increase of 6 per cent in his receipts 
although his income from realized capital gains would be taxed. 


On the other hand, under the Committee-of-Four proposals, his 


receipts would decrease by a modest $4935 due to the fact that only 50 


per cent of his capital gains would be taxed at progressive rates. 


The government's receipts would drop by $6,628 or 7 per cent under the 


Report's proposals, and would increase by $493 under the Committee-of- 


Four proposals. 


Le Assuming no realized goodwill or capital gains. 


The windfall to the shareholder would be quite significant. His 
receipts would be increased by $26,820 or 41 per cent under the 
Report's proposals while under the Committee-of-Four proposals, his 


receipts would be increased by $3,413 or 5 per cent. 


The government's receipts would suffer a sharp drop of $26,820 or 28 


per cent under the Report's proposals while the decrease under the 


Committee-of-Four proposals would be $3,413 or 3.6 per cent. 


Therefore, it would seem that even with the taxation of realized 
goodwill or capital gains at full progressive rates, the shareholder 
would benefit from integration at the expense of the government's 


receipts. 


It should be noted that under the modified proposals of the Committee 
of Four, the income taxes paid by the corporation appear to be chalas but 
it must be remembered that the 15 per cent withholding tax is paid in fact 
by reducing the amount allocated or paid to the shareholder, therefore, the 
corporation's cash flow is not decreased in doing so. It is true that the 
shareholder will receive less cash but having no further tax to pay he will 


be better off. 


Let us examine an example of a corporation earning $1 , 000 and paying 


income tax at the rate of 50 per cent. 
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Modified Committee- 


Present System of~-Four Proposals 
Corporation level 
Earnings $1,000 $1,000 
Tax 500 OO 
$ 500 : 500 
Withholding n/a 
500 hos 
Dividend 500 425 


Shareholder level 
Let us assume that its shareholder pays a top 40 per cent rate. 


Dividend received $ 500 $ hes 


Tax $ 200 
Less: Dividend tax credit 
20 per cent 100 
Net Tax 100 
Cash left OO § 425 


Thus, the cash paid by the corporation is the same and the share- 
holder would benefit by $25. 
Note: The above figures and the figures shown in my Tables A to J do not 
reflect the increase in the maximum old age security tax as proposed 


in the Mini-Budget presented to Parliament by the Minister of 
Finance on December 19, 1966. 


From the above observations, I would suggest that serious consideration 
be given to studying the alternative of adopting the modified Committee -of 
Four proposals instead of the Report's proposals of full integration. The 
benefit which would be granted to wealthy shareholders would be offset to 
a certain extent by the tax on capital gains, and by the tax on gains 
deemed to be realized at death if any, but I repeat that at first glance, 


it looks like a windfall for wealthy shareholders. 


The Report also says: "Another difference is that our proposal would 
make holding Canadian equities more attractive to low and middle income resi- 


dent individuals and less attractive to upper income resident individuals”. 


I cannot agree with this reasoning because it seems to me that funds 
from sales of Canadian equities are certainly more likely to be obtained 
from upper income resident individuals than from lower income resident 


individuals. 
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CHAPTER 20 
MUTUAL ORGANIZATIONS AND TAX-EXEMPT ENTITIES 


It is recommended in the Report that certain non-profit organizations, 
including agricultural organizations, professional organizations, boards of 
trade, chambers of commerce and labour organizations, should be taxed at 
the corporation income tax rate on the undistributed income from non-portfolio 
investment. Their undistributed portfolio income should be exempt from the 
corporation income tax, but should be subject to a postponement fee of, say, 


15 per cent. 


I object to this recommendation and am of the opinion that no postpone- 
ment fee should be payable. If this income is exempt from corporation income 
tax, the proceeds might be used to pay for fixed assets and never be distri- 


buted, and I do not see why a postponement fee should be paid. 


CHAPTER 22 


GENERAL BUSINESS INCOME 


Under the present capital cost allowance system, proceeds in excess of 
the original cost of a depreciable asset are not taxable. They are considered 
a capital gain. The Report says: "In accordance with our recommendation for 
@ comprehensive tax base, the proceeds from disposal of a depreciable asset 
in excess of its original cost should be taxable". I have stated my views on 
the taxing of capital gains, namely, that they should be taxed, based on the 
same pattern as presently adopted by the United States Internal Revenue Code, 
namely, on an amount equivalent to 50 per cent of the gain taxable at pro- | 
gressive rates but at a maximum rate of 50 per cent. The same reasoning 


applies to the taxation of goodwill gains. 


"6. <Any element of personal benefit in business expenditures may generally 
be allowed in arriving at business income, but should be reported as 
income of the recipient. If such allocation to the recipient is not 


possible, the business should be subject to a special tax on such personal 


oo 


benefits on their grossed-up amount at the top personal rate, and 


this special tax should be allowed as a deduction.” 


I am opposed to this recommendation which I find very arbitrary and 


inequitable. 
CHAPTER 25 


OTHER INDUSTRIES 
FORESTRY 


Taxes on logging income paid to provincial governments are deductible as 
a tax credit. The lesser of two thirds of the provincial logging tax or 6-2/3 
per cent of the taxpayer's logging income in the province is permitted as a 
deduction against federal income tax, and one third of the provincial logging 
tax is permitted as a deduction against provincial tax in Ontario and Quebec, 


and 18 per cent against provincial tax in British Columbia. 


The Report recommends that provincial logging taxes should be deductible 
from taxable income as an expense and should not be claimed as a tax credit 
from federal tax otherwise payable. I am of the opinion that this tax is a 
mere shifting from federal to provincial taxes in its totality in so far as 
Ontario and Quebec are concerned and in part for British Columbia. Therefore, 


I recommend that the present treatment of this tax remain unchanged. 


The Report says that any gain on disposal of timber properties should be 
included in income in the same manner as gains on disposal of other types of 
property. I repeat my own recommendation that this should be considered as a 


capital gain and taxed in the manner I have already described. 
Respectfully submitted, 


LES Ea Sst 


A. EMILE BEAUVAIS, C.A. 
Commissioner 
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APPENDIX TO THE MINORITY REPORT 
OF COMMISSIONER BEAUVAIS 


EXTRACT FROM CANADIAN TAX JOURNAL 
VOLUME XIII, NO. 5—SEPTEMBER-OCTOBER 1965 


CAPITAL GAINS . TAX 
Capital Gains—to Tax or Not to Tax by Ronald Robertson 


"Few areas of tax policy evoke such strong opinions as that of 

the taxation of capital gains. This summary attempts to outline 

as briefly as possible the pros and cons, and to draw attention 

to what may be considered weaknesses in some of the main points 

on each side. This note grew out of discussions at several tax 

meetings in which the Director has participated in recent months." 

Current Canadian interest in the question of whether capital gains should 
be taxed stems from two sources: the strong possibility that the Royal 
Commission on Taxation may find it appropriate to recommend their inclusion 
in the tax base, and the recent extension of the tax in Great Britain. The 
arguments pro and con vary in importance with one's point of view and, 
perhaps, one's own expectation of ever personally making a capital gain. 
The arguments criss-cross through considerations of economics, equity, adminis- 
trative feasibility, law, accounting, business and revenue raising, creating 
a rather muddled assembly. Many of the arguments on either side would require 
a book to do them justice—however this listing may be useful as a starting 


point for taxpayers who wish to consider and do further reading on the 


subject while awaiting the tabling of the Royal Commission report. 
The "Cons" 


l. A capital gains tax would inhibit the flow of risk-taking capital invest- 
ment which is essential for the development of a young and growing country 
like Canada. (In this connection, one of the points in the recent case— 
Valclair v. M.N.R., (64 DIC 5014), is worth considering. In examining the 
transaction, Mr. Justice Kearney noted that an undertaking involved risk or 
speculation. There was little risk involved for the taxpayer in Valclair 

(a purchase and subsequent sale of farm land outside Montreal) since the 


company had plenty of cash and could afford to "fold its arms and adopt a 
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safe and positive attitude”. In finding that as a result, in part at least, 
of this lack of risk, the gain was not income but a capital gain, the courts 
in Canada have perhaps made the risk argument, in the case of land, rather 


academic.) 


2. A closely related "Con" argument is that a tax on gains arising from 

the appreciation of corporate share values would probably have the effect of 
increasing shareholder pressures for the distribution of corporate earnings. 
This could result in less funds being available for reinvestment in business 
and the reduced corporate retentions would, in turn, have unfavourable effects 


on growth. 


In a recent article, "Taxation on Capital Gains", National Tax Journal, 
June 1965, Henry C. Wallich, Professor of Economics at Yale and former 
Assistant to the U.S. Secretary of the Treasury (1958-59), argued that a 
"capital gains tax affects the supply of saving much more severely than would 
a true income tax of identical yield. A tax upon individual income reduces 
both saving and consumption, in the proportion in which individuals allocate 
their marginal income between the two. A capital gains tax, not being a tax 
upon what can properly be considered income, is paid very largely out of 
savings, or out of capital, which amounts to the same thing." In his review 
of the existing U.S. capital gains tax, Mr. Wallich concluded that "the 
principal adverse effect...is that on saving. The tax absorbs a not insig- 
nificant part of the annual supply of saving. For an economy trying to 
maximize its rate of growth, almost any other method of raising revenue would 


have less counter-productive effects." 


ep The revenue yields would be negligible and in fact might result in 
revenue loss. The reasoning here is that, assuming a capital gains tax were 
imposed at a flat rate, the odds are that many borderline cases now caught 
at full income rates in Canada would soon get capital gains treatment at the 
lower rate. Critics also suggest that U.S. figures on capital gains 


collections have little relevance in Canada for this reason, 


af 


Further, if capital losses were allowed, it can be argued that they 
would largely offset gains. A similar point is that Canada's attractiveness 
to risk capital from countries where there is a tax on capital gains would 
be diminished. This in turn would result in Canada losing the tax payable 


on regular income from such investment as is lost. 


k, A capital gains tax would result in such complicated legislation that 
the present tax laws would look like child's play by comparison. The U.S. 
experience, and more recently, the experience in Great Britain, tends to 


underline this point. 


5. The tax is costly, to collect and, as a corollary to 4, a nightmare for 


taxpayers and revenue officials alike. 


6. A capital gains tax would lead to more avoidance and evasion than we 

have now, and result in a lessened regard for our tax laws. (A recent study 
in the U.S. suggests that there is wide scale avoidance of the capital gains 
tax there. In an article in the June 1964, National Tax Journal, H. H. Hinrichs 
estimated that "as much as a third or more of individual taxpayers’ capital 
gains appears to be unreported, at least in the securities field." However 

in a subsequent article in the same Journal this conclusion was disputed by 
critics who argued that there may, in fact, be over-reporting in the securities 
field in the U.S. (See "How to Succeed in Figuremanship Without Having all 
the Figures", Stan West and James W. Riley and " *Altruism on Wall Street or 
Who's Afraid of the IRS'—A Reply to West and Riley" by H. H. Hinrichs in 


the National Tax Journal, March 1965.) 


ae A capital gains tax gives no assurance of equity, but merely shifts the 
line. While in Great Britain, the stringent new tax provides for deemed 
realizations at death, in the case of gifts, and at 15 year intervals where 
settled property is involved, it is generally conceded that as a practical 
matter, with few exceptions, only realized gains can be taxed. This being 


so, the person who realizes his gains several times in a lifetime may suffer 
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a relatively heavier burden than a person who can hold on to his property. 
Another example of .the argument that a capital gains tax gives no assurance 
of equity, is that when exclusions are permitted (such as profits from the 
sale of a personal residence) there will be inequity as between the person 
who puts his money into a home and the person who rents, and puts his capital 


into shares, bonds or other assets, the gains from which are taxed. 


8, If a capital gains tax is exigible on death, and is followed by a death 
tax on the balance, a double tax bite is felt. As noted, this is the case 
with Great Britain's broadened capital gains tax. The Americans have dis- 
cussed this point for years. A similar argument is that death taxes should 
be considered a once-in-a-lifetime capital gains tax and this should be 


sufficient for the purpose of equity. 


“9 The tax on long-term capital gains may be largely a tax on inflated 
values and not on real gains. Where a taxpayer has to replace an asset upon 
which a monetary gain has been realized he must buy at the inflated price. 
In effect, therefore, he suffers a capital rather than a capital gain tax. 


In some countries an allowance is made for inflation before tax is imposed. 


Another side of the inflation argument was noted by J. Van Hoorn, Jr., 
managing director of the International Bureau of Fiscal Documentation, in a 
recent article in European Taxation (June, 1965). He recalled the argument 
that it is not only the prices of capital assets that become inflated over 
time. Inflation also hits wages and other forms of income which are subjected 


in most countries to graduated income tax rates. 


10. Where time periods are introduced to distinguish between long-term and 
short-term capital gains, the market mechanism is impeded to the extent that 
people are "locked into" investments until a long-term gain taxable at lower 
rates may be realized. Conversely, where losses occur taxpayers may tend 
to sell investments prematurely in order to realize deductible short-term 


losses, 
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ll. A capital gains tax at regular graduated rates is inequitable and 
virtually confiscatory where the gain has accrued over a period of years, 


but is taxed at a high marginal rate in one year. 


le. Where capital gains are taxed at special rates, the need to distinguish 


between a capital gain and a regular income still exists. 


It will be noted that several of these points concern the form as much 
as the existence of a capital gains tax. However, it seems highly unlikely, 
short of some sort of general averaging provision, that a capital gains tax 
can be devised against a background of graduated rates and not contain a 


number of inequitable and distorting side effects. 
The "Pros" 


ss There is no doubt about the main argument put forward in favour of taxing 
capital gains. It is that such a levy makes the tax system more equitable. 

The reasoning here is simply that a capital gain is as much income, in the 
economic sense of providing command over goods and services, as any other 

kind of receipt and the ability to pay concept requires its inclusion in the 
tax base. The same can, of course, be said for family allowances, unemployment 
insurance benefits, gifts and a wide variety of fringe and other benefits 


whether received in cash or in kind. 


Professor Wallich, however, in the article referred to above, argued 
that capital gains are not always the equivalent of other types of income. 
He pointed out that "the only source of capital gains that produces income 
in the national accounting sense is the accumulation of retained profits of 


enterprise", 


The equitable argument is usually illustrated with examples of the huge 
profits of land speculators or of stock market winnings. While there are 
exceptions, as in the case of Valclair noted above, it may be suggested that 


in Canada at least, most land speculators have had a pretty rough time in the 
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courts in recent years and many of them might have preferred to have been 
hit by capital gains tax rather than by the full impact of graduated rates 


in one year. 


One's passion for or against a tax on capital gains tends to vary with 
the facts and status of the person who received it. The farmer who makes a 
gain on the sale of his farm after a lifetime of toil seldom invokes the 
rancour which an economically similar gain will produce if it is realized 
by a city slicker in a year or two. However, capital gains come in all shades 
of equitable white, grey and black. (Those who find the equity argument 
appealing may wonder why in Great Britain while the pool itself is taxed, | 
winnings from "pools" have been excluded from the capital gains levy. Some 
Britishers I have spoken with suspect that this is another case of tax 


"equity" being somewhat synonymous with party politics.) 


ayn This leads to the second argument, namely, that those who make capital 
gains might be better off with a capital gains tax than they are at present 
in Canada, since the legal capital gains-income line would probably soften, 
and more gains which are now taxed at full rates would get capital gains 


treatment. This seems to be what has happened in the United States. 


a It is also suggested that a capital gains tax would provide for greater 
certainty in the taxation of capital receipts. This, it can be argued, would 


. 


enhance risk-taking rather than work against it. 


4, If capital losses were allowed to offset capital gains, or preferably 
ordinary income, more risk capital would be forthcoming. In connection with 
this argument , however, it should be noted that many capital gains tax 
enthusiasts shy away from allowing capital losses against ordinary income. 
But if the main test is equity, and if equity means ability to pay, it is 
hard to see why capital losses should not be permitted to be offset against 
any other kind of income. In principle, at least, ability to pay should not 


be one-way street. 
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It may, of course, be difficult in many cases to distinguish between 
a capital loss and a decrease in value resulting from partial consumption 
of a capital asset. For assets subject to capital cost allowance the mechanism 
for allowance is already available in Canada under the Income Tax Act. But 
for personal property—a car for example—one would have to ask whether a 
difference between the purchase and sale prices, where the latter is lower, 
should be recorded as a capital loss and be deductible, or whether the 
difference represents partial consumption of the asset? It may not be possible 
to permit a deduction for all decreases in value; however, where a capital 


loss can be ascertained equity should be applicable in both directions. 


os The revenue from a capital gains tax is not as inconsiderable as sug- 
gested, (the contrary arguments might be recalled). Here the U.S. figures 

are usually cited. In the United States, tax revenues from the tax on capital 
gains amount to about 5% of the individual tax revenues. In 1959, the late 
Dr. Kenneth Eaton estimated the potential Canadian yield at that time as 


about $100 million a year. 


6. With respect to business capital gains, it is argued that business exists 
to make a profit, and a profit is a profit whether in the form of a capital 
gain or not. In fact, there seems to be one school of thought among account- 
ar that, under "generally accepted accounting principles", capital gains 


and losses should be reflected in the statement of earnings. 


Ts Inclusion of capital gains would widen the tax base and the revenue 
from a tax on capital gains should permit some lowering of the general tax 
rates—perhaps producing a trade-off between high personal income tax rates 


and a flat-rate on capital gains. 


GC; The taxing of capital gains would remove some of the impetus to strip 
corporate surplus. It is the magic of transforming undistributed income 


into tax-free capital receipts that provides the main "dividend stripping" 
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incentive. When the difference in tax consequence can be between zero and 


80%, or even between zero and 15%, the attraction is quite strong. 


9. It is the lack of a capital gains tax that induces some Canadians to 

sell out to American buyers. It can be argued that Americans buy and hold 
business interests because so far in the U.S. there is no capital gains tax 

on transfers at death. In Canada, on the other hand, it is sometimes argued 
that the absence of a capital gains tax may act, surprisingly, as an inducement 
for Canadians to sell out family companies and retire to a sunnier climate on 
the proceeds. That is, there is no benefit to be gained from holding on to 


assets until death in Canada while there is in the United States. 


10. The administrative complexities are not so impossible as opponents 
suggest. The U.S. manages to impose a capital gains tax; so also do the 


United Kingdom and many other countries to various extents. 


ll. The United States experience is often cited as evidence that a capital 
gains tax does not inhibit risk-taking, for Americans are reputed to be 
among the greatest risk-takers in the world. There is, of course, the point 
that development and capital accumulations in the U.S. had progressed much 


further than in Canada before income taxes became important. 


12, Canada will soon be an island surrounded by capital gains taxes and 
since others are imposing them, it must be right and fair so we should impose 


them too, 


This very brief outline summarizes the arguments on each side; perhaps 
there are more. Those who are interested in weighing the various arguments 
will find many of them discussed in more detail in the Report of the 
Foundation's 1959 Annual Conference, where Dr. Eaton, former Assistant 
Deputy Minister of Finance, and Professor L. H. Seltzer debate the issue 
"Should Capital Gains be Taxed?" Professor Seltzer is the author of what 


many consider to be the definitive work on the subject. The Nature and Tax 


Treatment of Capital Gains and Losses, published in 1951. An excellent review 


103 


of the arguments and problems as viewed from Great Britain prior to 
introduction of capital gains tax there is to be found in The Taxation of 
Capital Gains, by Professor A. R. Ilersic published in 1962. The recent 


British capital gains tax is analyzed by Professor G.S.A. Wheatcroft in a new 


book entitled Capital Gains Tax. 


For more on recent U.S. experience Professor Wallich's article can be 
commended as can the report of the U.S. Congressional Economic Committee, 


entitled The Federal Tax System: Facts and Problems 1964. 
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MINORITY REPORT - COMMISSIONER D, G, GRANT 


It is with great regret that I find myself unable to agree with the 
majority of my fellow Commissioners on a limited number of the Report's 
recommendations. This is due principally to my inability to accept in its 
entirety the concept of income as contemplated by the comprehensive tax base 
and the wisdom of applying this concept to the tax system at this time. The 
Report maintains that taxation at progressive rates of all additions to 
economic power is the only equitable basis for taxation. Complete adoption 
of this principle in my opinion would destroy certain elements of our 
present system which should be retained. The Report in fact recognizes 
this, for it embodies some modifications of the comprehensive tax base in 
its treatment of deferring tax on certain forms of pensions, annuities, 
life interests and the proceeds of life insurance arising from a mortality 
gain or loss when paid to the insured or a member of his family unit. 

While subscribing to these variations, I would exclude other forms of 


income from the comprehensive tax base and include other variations. 


BUSINESS LOSSES 


The treatment of losses, and business losses in particular, is covered 
in Chapters 9, 15, and 22 of the Report. The present loss base is broadened 
to permit business losses to be applied against income from all sources over 
a period of two years preceding a year of loss and indefinitely thereafter. 
The Report places a limit, however, on charging such losses against other 
income by fixing an arbitrary rule that if three years' losses are sustained 
in a business within a five-year period, then subsequent losses would be 
deductible only from income of the same business and not from income from 
other sources. I support the view that no person wishes to conduct a business 
at a loss. If this is not always true, then the great majority of such 


business undertakings should not be placed under arbitrary restrictions to 
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block abuses of a relative few. Such a provision could dislocate established 
businesses, as in some cases it would cause an involuntary and premature 
closing with resultant unemployment. In addition—and this would perhaps 

be a more serious consequence—it would have a deterrent effect on the 
establishment of new businesses. To follow the Report in this instance 


would inhibit expansion and curtail initiative. 


Under the present law, a loss from one source of income is deductible 
from income arising from all other sources in the same year, subject to the 
restriction in section 13 of the Income Tax Act. Under section 27(1)(e) of 
the Act, a business loss, to the extent that it is not deductible from other 
income in the year, may be carried back one year and forward five years as a 
deduction. It is deductible in that period to the extent of the income from 
any business and not only from the business in which the loss was sustained, 
Subsections (5) and (5a) of section 27 eee de in effect that a loss incurred 
by a corporation can no longer be carried forward if the business in which 
the loss was sustained has been discontinued and the control of the corpo=- 
ration has changed, If there is no change in control, however, the loss can 
be carried forward in spite of the fact that the business has been discon- 


tinued, 


Rather than accept the proposal with respect to losses as set forth in 
the Report, I would recommend that the present law be changed only to the 
extent of permitting the loss deductions to be carried back two years and 
forward indefinitely, with losses being deductible against all sources of 


income in the year of the loss and against business income over the balance 


of the loss period, 


The Report deals at some length with section 13 of the Act, which limits 
the amount of losses which can be claimed when the taxpayer's chief source of 
income for a taxation year is neither farming hie a combination of fiinini 
and some other source of income. While the Report would repeal section 13 


and thus remove this restriction and place such losses under the general 
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provisions for losses as recommended in the Report, I would retain the present 


limitation with respect to the deduction of such losses. 
CAPITAL GAIHS 


Any introduction to the subject of taxing capital gains should recognize 
that this is not a new form of tax so far as Canada is concerned. The present 
Act brings into income for tax purposes all income from business and property, 
and "business" is defined in the Act as including "a profession, calling, 
trade, manufacture or undertaking of any kind whatsoever and includes an 
adventure or concern in the nature of trade", The Act does not define the 


term "capital gains" or, for that matter, the word "income", 


The Report recommends that capital gains be included in the comprehensive 
tax base and taxed at full rates. The Report seeks to minimize the inequities 
which are undoubtedly involved in this departure from existing tax law by 
providing some ameliorating provisions, notably the lowering of the top 
individual tax rate, general averaging, full integration of corporation and 
individual tax rates and, finally, the deduction of capital losses from all 
forms of income by allowing the taxpayer to carry back such losses for two 
years and forward indefinitely. While the Report would tax gains realized 
on personal property, it would limit the deduction of losses to those in- 
curred in the disposal of similar kinds of property within the preceding two 
years. These provisions, in my opinion, prove inadequate as compensatory 


measures to ease what mist be regarded as stringent legislation. 


But there are other reasons why capital gains should not be taxed at 
full rates. Capital investment of savings in Canada by Canadians is to be 
encouraged, Also it mst be kept in mind that Canada's two principal trading 
partners, the United States and the United Kingdom, impose this form of tax 
at modified rates, Shares with growth potential have particular significance 
in a country such as Canada, and investment should not be inhibited by a high 


rate of tax on capital appreciation. The inflationary element is ever present 
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in gains in securities and real estate, and to tax capital gains that resulted 


from a general increase in price levels at full rates would be inequitable. 


I am in favour of taxing capital gains—some at preferential rates and 
some at full rates—depending upon a time element and the nature of the under- 
taking. It is not suggested that bringing capital gains into tax at a pref- 
erential rate will remove the "grey" element which now exists, but imposing 
such a tax by reference to a time factor in taxing capital gains will adda 


degree of certainty which is now absent. 


I propose, therefore, that all property gains realized within one year 
from the date of acquisition, and real estate gains realized within three | 
years from the date of acquisition, should be taxed at the individual's 
marginal progressive rate or at the corporation's rate; with the provision, 
however, that land which has been expropriated within the three-year period 
would be exempt from capital gains tax if the owner acquired it without prior 
knowledge of expropriation and did not attempt to dispose of it prior to the 
expropriation, and if the proceeds after expropriation were reinvested in a 
similar way within a stated time. After the one- and three-year periods, 
tax would be imposed on the individual at one-half his marginal rate (and 
would not therefore exceed 25 per cent), or on corporations at the rate of 
25 per cent. Losses would be deducted against capital gains in the year 
incurred, with a loss carry-back for one year and a carry-forward indefinitely 


against capital gains. 


The "locked-in" consequences of a full-rate capital gains tax may have 
a serious effect on mobility of capital. A preferential rate should reduce 
this tendency, for, as the Report points out, a capital gains tax in the United 
States has had "very little overall effect on the level of aggregate invest- 
ment", Furthermore, it is expected that full integration of corporation and 
personal income tax rates with a preferential rate on capital gains will 
counter what appears to be a natural reluctance on the part of Canadians to 


invest in equity stocks rathe’ than in the more secure, and generally higher 
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yielding, fixed income investments. Should the recommendation on full 
integration not be adopted and individual rates continue to be higher than 
the corporate rate, then the individual should have the right to elect to 
bring one-half the capital gain into tax at marginal rates or to be taxed 


at the preferential rate of 25 per cent. 


I subscribe to the provision of the Report with respect to gains realized 


on the sale of residential properties. 


Trading profits will continue to be taxed at full rates, be they earned 


by the individual or by the corporation. 


Finally, the Report considers and discards a "roll-over" provision with 
respect to realized property gains, on the grounds of deferment of tax and 
inequality of treatment of taxpayers. Nevertheless, the inclusion of a 
"roll-over” provision in the tax system might well be justified by the fact 
that the Canadian economy depends so much upon establishing secondary industry 
and increasing the sale of manufactured products abroad, particularly if 


there is to be deemed realization at death or on cessation of residence. 


With respect to deemed realization, the Report provides for taxing 
unrealized gain in two important instances: (1) deemed realization on break-up 
of the family unit and (2) deemed realization on death of the surviving spouse. 
The reason for imposing a tax at this stage is to avoid deferment. In my 
opinion the latent hardships involved in such a policy, including forced 
sale of assets and double taxation on distribution, are far greater than any 
inconvenience to the Revenue which will collect its tax eventually. The 
decision whether or not to realize gains should be that of the taxpayer free 
from compulsion under the Income Tax Act. Therefore, to maintain neutrality 
the conclusion is: no taxation without realization except when a taxpayer 
ceases to be a resident of Canada unless, as the Report recommends, such 


taxpayer elected to be taxed as a Canadian resident on his world income. 
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GIFTS AND ANNUITIES 


In the matter of taxing gifts generally, I would raise the annual 
exemption for individuals not within the family unit to $1,000. This takes 
into account that under the Report the tax burden moves from the donor to the 
donee and is on the accumulated total. Exemption in the amount stated also 


has administrative advantages. 


At present the principal part of the payment under a contractual 
annuity is recognized as a return of capital and is not taxed. An annuity 
payable under a will or trust also defines the capital element and the income 
portion only is subject to tax. This treatment of annuities will cease if 
the comprehensive tax base is adopted although a contractual annuity estab- 
lished by way of gift, either inter vivos or testamentary, will be taxed 
on an "as and when received" basis if it is within the family unit or if it 
can be registered under a Registered Income Plan. In this connection it 
should be clearly established that if the present Estate Tax Act is to be 
retained, an annuity or pension payable to a widow should be valued on her 
life expectancy and the tax spread over the term with tax liability ceasing 


on the death of the annuitant. 
REGISTERED RETIREMENT INCOME PLANS 


Purchase of retirement savings under a Registered Retirement Income 
Plan should not be limited to an annual Payment at retirement of $12 ,000, as 
recommended in the Report. To restrict the purchase of savings to this 
figure would mean a cutback in some of the Registered Retirement Income Plans 
now in existence, in both current and past service, and would fail to meet 
pension requirements for many in business and the professions where creative 
capacity must be recognized. In recommending a change in the present system, 
the Report is concerned with the inability of the authorities to prevent 
an overlapping of registered retirement plans which permits a contributor 


to participate in two or more plans; hence, the emphasis is placed on the 
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amount the participant will receive, and the burden of seeing that this 
amount is not exceeded is placed on the trustee of the registered plan. 

I do not recall witnesses taking any serious objections to the present system 
beyond expressing the belief that the present limits on contributions should 
be raised. Bearing in mind the factors of rising wages and salaries, this is 
fair comment, and I would retain the present system or, if policing it is 

an impossible task, I would raise the limit at retirement to $20,000, with a 


special provision for past service pensions. 
COURT AWARDS AND COMPENSATION 


I would also exempt from income tax an award of a court or tribunal 
granted as damages or compensation for loss of life, for total or partial 
disability or for loss of a member of the body; provided, however, that if 
the award includes the tax which would be paid under a comprehensive tax base, 


then the tax would be paid by the recipient of the award. 
DEDUCTION FOR THE AGED 


The Report would eliminate the deduction from taxable income of $500 
now applicable under section 26(1)(e) and (f) of the Income Tax Act on grounds 
of inequity. The Report adds: "If some of these effects are considered un- 
desirable, we believe they should be considered directly through transfer 
payments rather than obscured by altering the tax system." Removal of this 
deduction will be quite a serious matter since many low income taxpayers are 
dependent on some investment income to maintain their standard of living. 
Therefore, until suitable adjustments are made through transfer payments, 
section 26(1)(e) and (f) should be retained. 


Respectfully submitted, 


D. G. Grant 
Commissioner 
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MEMORANDUM OF COMMISSIONER K. LeM. CARTER TO 
REPORT OF THE ROYAL COMMISSION ON TAXATION 


The Report (General Business Income, Chapter 22) states our 
concurrence in the view of The Canadian Institute of Chartered 
Accountants that tax legislation should contain no specific reference 


to accounting principles or practices in the determination of profit. 


I concur in this statement in the Report for I consider that in 
this particular we should not depart from the authoritative opinion 


of an institution so closely associated with the point at issue. 


My personal view does not accord with that of my profession for 
I prefer that the law state that profits for tax purposes should be 


determined in accordance with recognized accounting practices. 


I choose the word "practices" rather than "principles" for the 
latter are the underlying rules that govern practice and the public 
is concerned only with practices. For its own particular purposes, 
- tax legislation must continue to provide for departures from accepted 
accounting practices, but in my view they should be as few as possible 
and all set forth in the taxing statutes. The most obvious of the 


departures is capital cost allowances. 
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United Maritime Fishermen Limited” 

United Nations Association in Canada 


Vencouver Board of Trade, The 
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